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FOREWORD 


This number of the Law Forum, “The Internal Revenue Code of 1954,” 
~ is the largest single issue of the periodical yet published. The importance 
of the legislation clearly justifies the additional coverage. This issue was 
planned over a year ago and represents an attempt to cover the key points 
in the new Code. The actual editorial work on these articles was handled 
by William M. Lewers, Assistant Professor of Law at the University of 
Illinois, who will assume the editorship of the Law Forum beginning with 
the Spring, 1956, issue. The remaining paragraphs of the foreword were 
prepared by Mr. Lewers. 

With the enactment of the Internal Revenue Code of 1954, the Congress 
and the Executive Branch achieved, in the language of the Senate Finance 
Committee Report accompanying the bill, “the first comprehensive revision 
of the internal revenue laws since before the turn of the century and the 
enactment of the income tax.” 

Perhaps no group is more directly affected by this comprehensive re- 
vision of the federal tax laws than the lawyers of this country, since ours 
is the dual task of advising and counseling the taxpayer with respect to the 
interpretation and application of the internal revenue laws and of repre- 
senting the taxpayer before the appropriate courts and administrative agen- 
cies. 

There is little room for doubt that the foregoing statement of the im- 
portance of this major revision of the tax laws to the lawyer is applicable 
to the general practitioner as well as to the attorney specializing in tax 
matters. In giving advice and counsel on “day-to-day” problems, the lawyer 
must bring to bear a working knowledge of the internal revenue laws, if 
he is to effectively represent and assist his clients. Whether the problem at 
hand consists in advising an individual proprietor, assisting in the organiza- 
tion or reorganization of a corporation or partnership, drafting a will or 
trust instrument, counseling on the establishment of an insurance plan, or 
representing a client in a divorce or separate maintenance proceeding, a 
working knowledge of the tax laws is today indispensable. 

Because the new Internal Revenue Code has been with us since August 
16, 1954, and we have thus had a chance to see it in operation, and because 
many tentative regulations now have been issued by the Treasury Depart- 
ment, this would seem to be a desirable time for the Law Forum to present 
a symposium on the Internal Revenue Code of 1954. We hope that it will 
prove to be of interest and assistance to both the general practitioner and 
the tax specialist. 

It should be noted at this point that several of the articles contained in 
this symposium were prepared under tentative regulations issued by the 

Secretary of the Treasury, and that it is expected that changes will be made 
in these proposed regulations before they become final. Also, in several 
important areas, i.¢., income taxation of trusts and estates and the tax pro- 


Uta eA ode od hey lk ie a 


Nera ae 





visions applicable to marriage, separation, and divorce settlements, no 
regulations have been proposed by the Treasury Department. 

The first article in this symposium, “Business Income, Expenses, and 
Accounting Methods,” is concerned with certain problems of income tax 
law that are common to all business activities and enterprises. Included in 
this article is a discussion of the very important change pertaining to the 
deduction for depreciation. 

In view of the increasing importance of life insurance and annuities 
for estate planning purposes, no symposium concerned with the present 
internal revenue laws would be complete without an examination of the 
tax treatment accorded life insurance and annuities. This examination is 
provided by the second article here presented, “Life Insurance and Annuities 
under the 1954 Revenue Code.” This article considers the effect upon life 
insurance and annuities of the income tax, estate tax, and gift tax. 

The next article in this symposium, “The Income Taxation of Trusts 
and Estates,” contains a detailed analysis of the extensive changes made by 
the new Code in the income tax law pertaining to trusts and estates. 

The fourth article, “Provisions Governing Corporations,” provides 
an intensive examination of the provisions of the 1954 Code applicable to 
corporations. This article is divided into four major topics: Distributions 
by Corporations; Liquidations; Organizations and Reorganizations; and 
Carry-overs. 

“Tax Considerations in Marriage, Separation, and Divorce Settlements” 
is the title of the fifth article in this symposium. In this article an analysis 
is made of the effects upon marriage, separation, and divorce settlements 
of the income, estate, and gift tax provisions of the new Code. 

The final article, “Partners and Partnerships under the 1954 Code,” 
contains a discussion of the tax provisions applicable to partners and partner- 
ships, beginning with the formation of the partnership, then its operation, 
the sale or liquidation of a partner’s interest, and finally the complete termi- 
nation of the partnership. 


Joun E. Crrpset 
Editor, Law Forum 
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BUSINESS INCOME, EXPENSES, AND 
ACCOUNTING METHODS 


BY PAUL L. FRETER* 


THE INTERNAL REVENUE CODE OF 1954 represents a prodigious 
undertaking pushed through Congress by the administration on a now- 
or-never-we'll-correct-it-later basis. Although its original purpose may 
have been the simplification and rearrangement of the former Code, a highly 
commendable objective, the new Code goes much further. It has granted 
tax relief in some areas and closed loop-holes in others. It has resolved 
uncertainties in conflicting court decisions under the old Code and has 
created new uncertainties by introducing new undefined terms. It has 
created new statutory law where none existed before. Because of the haste 
in which it was enacted, it appears certain that many corrections will have 
to be made. Already two relief provisions have been repealed retroactively, 
causing additional headaches for those taxpayers who have already filed 
their returns and now have to refigure their taxes. 

Whatever may be the effect of the new Code on the taxpayers, it has 
caused much additional work and innumerable problems for the tax prac- 
titioner. Regardless of his knowledge and familiarity with the old Code, 
the tax practitioner today can assume nothing with safety. He must check 
the new Code against the old to see whether any changes have been made. 
If there is a change of substance, then the effective dates, of which there 
are several, must be consulted. If new terms have been introduced, without 
adequate definition, he must prophesy how the courts will interpret such 
terms several years hence. Often decisions must be made in the light of 
regulations which have not been published. 

An attempt will be made in this article to highlight those changes that 
will be of interest to the businessman. All references to the Code will be 
to the Internal Revenue Code of 1954, unless otherwise specifically indi- 
cated. In general, the income tax provisions of the new Code are applicable 
to taxable years beginning after 1953 and ending after August 16, 1954. 


BUSINESS INCOME 
Income from Discharge of Indebtedness 


Under prior law? a corporation could exclude income arising from 
the discharge of an indebtedness if it consented to the reduction of its 


*PAUL L. FRETER. CPA, State of Illinois, 1935; B.S., J.D., 1949, Uni- 
versity of Illinois; member of the law firm of Brown, Stine, Freter, and 
Cook, Chicago, Illinois. 


1Int. Rev. Code of 1939, § 22(b) (9). 
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basis for any property held by it during the taxable year, provided that 
such indebtedness was evidenced by a security. Security was defined as 
any bond, debenture, note, certificate, or other evidence of indebtedness 
issued by any corporation. The effect of this provision was to postpone the 
tax on the income excluded until the income was realized through sale, 
depreciation, or amortization. 

The new Code, section 108(a), continues this relief and enlarges its 
coverage somewhat by eliminating the requirement that the debt be evi- 
denced by a security. Thus, as far as a corporate taxpayer is concerned, 
any debt will qualify. The exclusion is also made available to individual 
taxpayers for the first time, provided, however, that the debt was incurred 
or assumed in connection with property used in his trade or business. It 
should be noted that the report of the Senate Finance Committee ? states 
that, in the case of individuals, the debt will qualify if incurred or assumed 
in connection with the acquisition of property used in his trade or business. 
The italicized portion was left out of the Code. Query as to whether a 
debt secured by a mortgage on property used in the trade or business 
would qualify where such debt was not incurred or connected with the 
acquisition of such property. 

To obtain the benefit of this section, the taxpayer must consent ® to 
reduce the basis of property in accordance with regulations prescribed 
under section 1017. Until such time as they are issued, interim regulations ¢ 
provide that the old regulations ® shall govern. These provide that the re- 
duction in basis shall be applied against the taxpayer’s property in the fol- 
lowing order: 


(1) property for the purchase of which the indebtedness was incurred; 

(2) property subject to depletion, depreciation, or amortization except 
property subject to percentage or discovery value depletion; 

(3) property against which the indebtedness was a lien; 

(4) property, other than money, accounts and notes receivable, or 
inventory; 

(5) inventory, and accounts and notes receivable. 


The old regulations further provide that by prior agreement with the 
Commissioner, the reduction in the basis may be made in some other 
manner. 


Payments Received for Cancellation of Lease or Distributor’s 
Agreement 


Section 1241 of the Code is entirely new and was added to resolve 


2S. Rep. No. 1622, 83d Cong., 2d Sess. 186 (1954). 

3U.S. Income Tax Form No. 982. 

*T.D. 6118, para. 2, 18, 1955 Int. Rev. Buty. No. 3, at 106, 112. 

5 US. Treas. Reg. 118, §§ 39.113 (b) (3)—1, 39.113 (b) (3)—2 (1953). 
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some confusion in the case law ® as to the distinction between a sale and a 
cancellation. Under this section, cancellations are treated the same as a sale. 

Amounts received by a lessee for the cancellation of his leasehold are 
to be considered as amounts received in exchange for such leasehold. This 
conforms to existing case law.7 

Amounts received by a distributor of goods for the cancellation of his 
distributor’s agreement are also to be considered as amounts received in 
exchange for such agreement, but only if the distributor has a substantial 
investment in the distributorship. The Senate Committee Report * states 
that the term “substantial investment” is intended to require that capital or 
assets of “consequential” value be owned and utilized by the distributor in 
dealing in or handling the physical product or that a substantial inventory 
be maintained. The report cites Jones v. Corbyn ® as an example of a situa- 
tion to which this section would not apply due to the lack of a substantial 
capital investment. Since that case did not involve a distributorship of 
goods, the section would not apply any way, being limited to the specific 
types of contracts specified in the section.!° 

This section does not attempt to classify the gain or loss on the ex- 
change as to its nature, but leaves this to be determined under the applicable 
provisions of the law. Thus, the gain or loss may be ordinary, capital, or 
section 1231 (property used in the trade or business), depending upon the 
circumstances. The cancellation of a distributorship should in most in- 
stances result in capital gain or loss.!1 The cancellation of a lease should 
result in capital gain to the lessee 12 except where the lessee holds the lease 
for sale to customers in the ordinary course of business.’? If the lessee had 
acquired the leasehold for a consideration, it would, no doubt, be con- 
sidered gain or loss on property used in the trade or business and be gov- 
erned by section 1231 of the Code. 

Section 1241 covers only payments received by the lessee. Payments 
to the lessor will continue to be taxed as ordinary income under existing 
case law.14 

Sale or Exchange of Patents 


The long standing dispute between the Commissioner and inventors 
as to the treatment to be accorded gain or loss on the sale or exchange of 


®Comm’r v. Starr Bros., Inc., 204 F.2d 673 (2d Cir. 1953). 

TIsadore Golonsky, 16 T.C. 1450 (1951), aff'd, 200 F.2d 72 (3d Cir. 1952), cert. 
denied, 345 U.S. 939, 73 Sup. Ct. 830 (1953). 

8S. Rep. No. 1622, 83d Cong., 2d Sess. 444 (1954). 

§ 186 F.2d 450 (10th Cir. 1950). 

10 See S. Rep. No. 1622, 83d Cong., 2d Sess. 115 (1954). 

11 Henrietta B. Goff, 20 T.C. 561 (1953), aff'd, 212 F.2d 875 (3d Cir. 1954). 

12 Isadore Golonsky, 16 T.C. 1450 (1951), aff'd, 200 F.2d 72 (3d Cir. 1952), cert. 
denied, 345 U.S. 939, 73 Sup. Ct. 830 (1953). 

18S. Rep. No. 1622, 83d Cong., 2d Sess. 444 (1954). 

14 Hort v. Comm’r, 313 U.S. 28, 61 Sup. Ct. 757 (1941). 
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patents has been partially laid to rest by section 1235, which affords long 
term capital gain treatment to those transactions which qualify. 
To qualify, the transfer must: 


(1) be made otherwise than by a gift, inheritance, or devise; 
(2) be of property consisting of all substantial rights to a patent 
or an undivided interest in all such rights; 
(3) be made by an individual who— 
(a) created the property by his own efforts, or 
(b) acquired his interest in such property for consideration 
in money or money’s worth paid to the creator prior to 
ac cal reduction to practice of an invention. For this 
purpose, the individual cannot be the employer of the 
creator or related to the creator; and 
(4) not be made to a transferee related to the transferor. 


The relationships referred to in the third and fourth requirements are 
the same as in section 267(b) (which sets forth the relationships between 
which losses are disallowed), except that brothers and sisters of the whole 
or half blood are not excluded from the permissible class. 

Contrary to the Commissioner’s previous ruling,'® if the transfer quali- 
fies under the above provisions, long term capital gain treatment is assured 
even though payments, in consideration of such transfer, are payable pe- 
riodically over a period generally coterminous with the transferee’s use of 
the patent, or are contingent on the productivity, use, or disposition of 
the property transferred. 

An inchoate right to obtain a patent is sufficient to meet the property 
test. An undivided interest must be a fractional interest in the whole patent 
and not a lesser interest such as a right to income, a license limited geo- 
graphically, or a license which conveys some, but not all, of the claims 
or uses covered by the patent.'¢ 

Sales or exchanges of patents which do not qualify under the pro- 
visions of this section will continue to be governed by the case law exist- 
ing prior to the new Code," i.e., amateur inventors should get capital gain 
treatment 18 and professional inventors will have ordinary income.!® 

Section 1235 will apply to amounts received in any taxable year be- 
ginning after 1953 and ending after August 16, 1954 (the date the Code 
was enacted), regardless of when the transfer took place if it qualifies under 


15 Mim. 6490, 1950-1 Cum. BuLL. 9. 

16S, Rep. No. 1622, 83d Cong., 2d Sess. 438 (1954). 

17 [bid. 

18 Kronner v. United States, 110 F. Supp. 730 (Ct. Cl. 1953); Edward C. Myers, 
6 T.C. 258 (1946). 

19 Harold T. Avery, 47 B.T.A. 538 (1942). 
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this section. Such payments will be treated as additional purchase price, 
rather than royalties, as far as the transferee-payor is concerned.” 


Income Earned Over Several Years 


Due to the graduated income tax rates applicable to individuals, the 
bunching of income in one year will result in more taxes being paid than 
if such income were spread out over the several years in which it was 
earned. To alleviate this hardship the old Code *! contained three “spread- 
back” provisions which have been carried over to the new Code, with 
some modifications. 

Compensation from an Employment. Section 1301 continues the rule 
that if personal services are rendered over a period in excess of thirty-six 
months, and if eighty per cent or more of the compensation for such serv- 
ices is received in one taxable year, the tax thereon cannot exceed the tax 
that would have been due had the income been reported ratably over the 
period in which the services were performed up to the date of receipt. 
Two amendments were made to clarify the law. 

The first was the substitution of the term “an employment” in lieu of 
the expression “compensation for personal services.” Problems of interpre- 
tation had arisen under the latter where taxpayers attempted to tack to- 
gether the services in several different matters in order to meet the thirty- 
six month test, or to separate earlier services, and the payments therefor, 
in order to meet the eighty per cent test. An employment is now defined 
as “an arrangement or series of arrangements for the performance of per- 
sonal services by an individual or partnership to effect a particular result, 
regardless of the number of sources from which compensation therefor is 
obtained.” 2? 

The second amendment relates to the application of this section to 
partners and is contained in section 1301(c). If a partnership is engaged 
in an “employment” for a period of thirty-six months or more and receives 
eighty per cent or more of the compensation in one taxable year, each part- 
ner is entitled to spread-back his share of the compensation, even though 
he did not personally render services in connection with the employment, 
provided that he was a partner continuously for (a) a period of thirty-six 
months or more, or (b) the period of the employment immediately pre- 
ceding the receipt or accrual of eighty per cent of the compensation. 

If a partner qualifies, he may spread his share of the compensation back 
over the period of the employment or the period during which he was 
continuously a partner, whichever period is the shorter. In determining 
the period of membership in the firm, a partner may tack on any period, 


20S, Rep. No. 1622, 83d Cong., 2d Sess. 440 (1954). 
21 Int. Rev. Code of 1939, § 107. 
22 INT. Rev. Cope or 1954, § 1301(b). 
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ending immediately prior to his admission into the partnership, in which 
he was an employee of the partnership, if he has income during the taxable 
year attributable to the period in which he was an employee. 

Income from an Invention or Artistic Work. Section 1302 allows a 
spread-back of income (except capital gain) from an invention or artistic 
work (including literature, music, or art, or copyrights thereon) if: 


(1) the taxpayer was the creator or inventor thereof, 

(2) the work on the invention or artistic work covered a period of 
twenty-four months or more; and 

(3) the income therefrom during the taxable vear is eighty per cent 
or more of the total income therefrom including all prior years, the taxable 
year, and the twelve months following the taxable year. 


If the above requirements are met, the income may be spread back 
from the close of the taxable year over the period of creation but not to 
exceed thirty-six months in the case of an artistic work or sixty months in 
the case of an invention. 

Prior law #8 required that the period of creation be thirty-six months 
or more and allowed a maximum spread-back of thirty-six months in either 
case. 

Income from Back Pay. Section 1303 continues the back-pay rule 
without any substantive changes. Under this rule, an individual receiving 
back pay, as defined in section 1303(b), which amounts to more than fifteen 
per cent of his gross income for the taxable year, can spread such pay back 
over the period to which it is attributable. 

In Hofferbert v. Marshall,?* decided under prior law, the husband re- 
ceived income in 1948 for services rendered during the period 1938 to 
1945. Husband and wife filed a joint return for 1948. The issue before 
the court was whether, in computing the additional taxes for prior years 
under the spread-back rule, the income should first be split between the 
husband and wife and then spread back, or spread back first. The first 
method would give the taxpayers the advantage of splitting income in years 
in which that privilege did not exist. The court upheld the taxpayers and 
adopted the first method. This decision is overruled by section 1304(c) 
which requires the person who earned the income to spread it back first 
before any consideration is given to income splitting with his spouse. 


Employees’ Death Benefits 


The treatment to be given amounts received from an employer by 
the estate or beneficiary of a deceased employee has been a subject of some 
disagreement between the courts and the Commissioner. Generally speak- 


23 Int. Rev. Code of 1939, § 107(b). 
24 200 F.2d 648 (4th Cir. 1952). 
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ing, if the amounts were received as a result of a contractual obligation 
existing on the part of the employer, they were treated as taxable income.*® 
If they were paid voluntarily by the employer, and particularly where they 
were paid to the widow rather than to the employee’s estate, the courts 
generally held they were non-taxable gifts.2° The Commissioner took the 
position in 1950 that voluntary payments should be taxed if they were made 
in consideration of the employee’s services.27 In 1951 Congress stepped in 
and granted a blanket exemption of $5,000.00 with respect to such death 
benefits as were paid by virtue of a contractual arrangement between the 
employer and employee.*® This exemption applied to amounts paid by 
each employer so that it was possible to obtain multiple exemptions by 
reason of multiple employers. 

Section 101(b) of the Code extends the benefit of these provisions by 
eliminating the requirement that the amounts be paid under a contract. 
Thus, voluntary payments, as well as contractual payments, will be ex- 
cluded up to $5,000.00. On the other hand, a maximum exclusion of 
$5,000.00 has been imposed with respect to any one employee regardless 
of the number of employers. No exclusion is granted with respect to 
amounts which the employee had a non-forfeitable right to receive while 
living (e.g., unpaid salary or accrued vacation), except as to total distribu- 
tions from a qualified stock bonus, pension, or profit sharing trust received 
within one taxable year by the beneficiary by reason of the employee’s 
death. The exclusion does not apply to amounts received by a surviving 
annuitant under a joint and survivor’s annuity contract where the employee 
died after the due date of the first installment payment. 

Left unanswered is the treatment to be accorded to payments in excess 
of $5,000.00. Are these to be governed by the prior law, or is the infer- 
ence to be drawn from the Code that since they are not excluded, they 
are taxable? 

The above provisions apply only to amounts received with respect to 
an employee who died after August 16, 1954. If the employee died prior 
to August 17, 1954, the payments will be governed by prior law even 
though received after this date. 


Amounts Received under Accident and Health Plans 


Under prior law amounts received under non-insured plans were con- 
sidered taxable, whereas amounts received under insured plans were exempt 


25 Flarsheim v. United States, 156 F.2d 105 (8th Cir. 1946); Estate of Edward Bausch, 
14 T.C. 1433 (1950), aff'd, 186 F.2d 313 (2d Cir. 1951); IT. 3708, 1945 Cum. Butt. 129; 
1.T. 4027, 1950-2 Cum. Butt. 9. 

26 Alice M. Macfarlane, 19 T.C. 9 (1952); Louise K. Aprill, 13 T.C. 707 (1949); 
Ruth Hahn, P-H 1954 T.C. Mem. Dec. 4 54103. 

27 1.T. 4027, 1950-2 Cum. Butt. 9. 

28 Int. Rev. Code of 1939, § 22(b) (1) (B). 
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regardless of whether or not the employee contributed to the cost of the 
plan. The Code treats both insured and non-insured plans alike.*® If the 
employee has paid for the cost of the plan, either directly or by being taxed 
on his share of the employer’s contribution, then the benefits are excluded 
from gross income. On the other hand, if the benefits are paid directly by 
the employer or the employer has paid the cost of the plan and the employee 
was not required to include his share of such cost in his gross income, then 
such benefits are taxable to the employee unless they fall within one of the 
following three exceptions: 


(1) reimbursement for medical expenses for the taxpayer, his spouse, 
or dependents, except to the extent of amounts attributable to (and not in 
excess of) deductions allowed in prior years for medical expenses; 

(2) amounts received as damages for the permanent loss or loss of use 
of a member or function of the body, or the permanent disfigurement, of 
the taxpayer, his spouse, or dependent, where such amounts are based on the 
nature of the injury and without regard to the period the employee is absent 
from work; or 

(3) wages or payments in lieu of wages for the period during which the 
employee is absent from work for sickness or personal injury, to the extent 
that such receipts do not exceed a weekly rate of $100.00. If the employee 
is absent from work due to sickness, amounts received which are attributable 
to the first seven days are not excluded unless the employee is hospitalized 
for at least one day, which hospitalization may occur after the seven-day 
period as long as it occurs within the period of absence. 


Section 106 provides that contributions by an employer to accident or 
health plans are not taxable income to the employee. The exclusion under 
this section is applicable whether the contribution is made by payment 
of an insurance premium or by some other means, such as a contribution 
to an independent fund maintained by the employer or an employee asso- 
ciation, or to a state-administered fund. Also, the exclusion is applicable 
regardless of whether the plan covers one employee or a group of employees; 
thus payments by an employer for an individual policy of accident and 
health insurance for an employee will not be includible in the employee’s 
income as it was under prior law.®? 

Extensive regulations *! have been proposed by the Commissioner gov- 
erning the application of sections 104, 105, and 106. 


Meals and Lodging 


The old “convenience of the employer” rule has been re-established by 
section 119 of the Code. Under this rule, the value of meals and lodging 


2° Int. Rev. Cope or 1954, §§ 104, 105. 
30S. Rep. No. 1622, 83d Cong., 2d Sess. 185 (1954). 
31 Proposed Regs., 20 Fep. Rec. 1779-1783 (1955). 
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furnished by an employer is not taxable income to the employee if fur- 
nished for the convenience of the employer. To qualify for exemption, 
meals and lodging must be furnished on the business premises of the em- 
ployer, and, in the case of lodging, the employee must be required to accept 
such lodging as a condition of his employment. This section applies only 
to meals and lodging furnished in kind and not to cash allowances.*? 


BUSINESS EXPENSES 


Depreciation 

One of the most significant changes in the revenue laws is contained 
in section 167 pertaining to the deduction for depreciation. Any method 
of computing depreciation that was acceptable under former law continues 
to be acceptable, but new methods, which were not previously approved, 
have been added. In addition to the straight line method, the Code speci- 
fically provides for two methods which result in accelerated depreciation in 
the early life of the asset. 

The first of these is the declining balance method. Under this method 
the cost is written off at a rate not exceeding twice the rate permissible under 
the straight line method. The rate, however, is applied to the depreciated 
balance each year instead of the original cost. This method, using the maxi- 
mum rate, will write off approximately forty per cent of the cost in the 
first quarter of its service life and sixty-six and two-thirds per cent of the 
cost in the first half of its life. Depreciation deductions in the later years 
of service life will be correspondingly reduced and the cost will never be 
completely recovered through depreciation charges. As a measure of relief 
from the latter condition, a taxpayer using this method can switch to the 
straight line method so as to obtain a full write-off down to scrap value. 
The unrecovered cost, less scrap value, at the time of the change is de- 
preciated over the remaining life of the asset.** Permission for making the 
change is not required unless the taxpayer has previously entered into an 
agreement with the Commissioner which prohibits the change. 

The second method of accelerating depreciation specified in this sec- 
tion is the sum of the years-digits method. This method provides for de- 
creasing rates applied to a constant (cost less scrap value). The rate for any 
year is represented by a fraction the denominator of which is the sum of 
the years-digits corresponding to the estimated life of the asset and the 
numerator of which is a number corresponding to the number of years 
remaining of the estimated life, computed as of the beginning of the current 
service year. This can best be explained by an example. Assume an asset 
costs $16,000.00, has an estimated life of 5 years, and has an estimated scrap 
value of $1,000.00. The amount to be recovered through depreciation is 


8S, Rep. No. 1622, 83d Cong., 2d Sess. 190 (1954). 
88 Section 1.167(e)—1 of Proposed Regs., 19 Fep. Rec. 6234 (1954). 
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$15,000.00 (cost less scrap value). The sum of the years-digits is 1 plus 2 
plus 3 plus 4 plus 5 or 15, which is the denominator of the fraction. The 
numerator for the first year is 5, the remaining estimated life from the 
first of the year. The depreciation allowance for the first year would 
thus be 4, of $15,000.00 or $5,000.00. The allowance for the second year 
would be 4%; or $4,000.00, etc. 

Where an asset is purchased during a taxable year, the depreciation 
based on the service year must be allocated between the taxable years 
affected. If, in the above example, the assets were purchased by a calendar 
year taxpayer on April 1, the $5,000.00 depreciation for the first service 
year would be allocated nine-twelfths to the taxable year of acquisition and 
three-twelfths to the following tax year. A similar adjustment would be 
made on disposition.*+ 

The effect of this method is approximately the same as the declining bal- 
ance method except that the recoverable cost is completely written off by 
the end of the estimated service life. 

The Code also permits the use of any other method which, during the 
first two-thirds of the service life, does not result in a greater amount of 
depreciation allowances than that allowable under the declining balance 
method.*5 

A comparison of the straight line method and the new accelerated 
methods is contained in the following table: 


Comparison of Depreciation Methods 
Assuming: Cost $16,000.00; Scrap Value $1,000.00; Estimated Life, 5 years 











Straight - Line Declining - Balance Sum of Years-Digits 
Annual Unrecov- Annual Unrecov- Annual Unrecov- 
Deprecia- _ ered Deprecia- _—_ ered Deprecia- _—_ ered 
Year tion Cost tion Cost tion Cost 
$16,000.00 $16,000.00 $16,000.00 
] $ 3,000.00 13,000.00 $ 6,400.00 9,600.00 $ 5,000.00 11,000.00 
2 3,000.00 10,000.00 3,840.00 5,760.00 4,000.00 7,000.00 
3 3,000.00 7,000.00 2,304.00 3,456.00 3,000.00 4,000.00 
+ 3,000.00 4,000.00 1,382.40 2,073.60 2,000.00 2,000.00 
5 3,000.00 1,000.00 829.44 1,244.16 1,000.00 1,000.00 
Total $15,000.00 $14,755.84 $15,000.00 


The use of the new methods is limited to taxable years ending after 
1953 and applies only to property with a useful life of three years or more 
which: 


84 Section 1.167(b)—1(b)(3) (Example 2) of Proposed Regs., 19 Fep. Rec. 6232 
(1954). 
85 Int. Rev. Cope or 1954, § 167(b) (4). 
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(1) was acquired by the taxpayer after 1953 and with respect to which 
the taxpayer was the original user (second-hand equipment would not 
qualify); or 

(2) was constructed, reconstructed, or erected after 1953. If such work 
was commenced prior to 1954 and completed after 1953, the new methods 
are applicable only to that portion of the basis which is attributable to the 
work done after 1953. 


Taxpayers who keep itemized accounts for depreciable assets can use 
any one or more methods but once having used a method with respect to a 
particular asset, such method cannot be changed without the consent of the 
Commissioner, except where the change is from the declining balance 
method to the straight line method. If the taxpayer keeps group accounts, 
the same rules apply to each group.** 

Since the accelerated methods do not increase the aggregate amount 
allowable for depreciation but merely allocate a greater amount to the early 
years, the use of such methods, in itself, does not produce a tax saving but 
results in a tax postponement. Any difference in the overall tax will depend 
upon any difference in tax rates between the early years and the late ones. 
The postponement of taxes does, however, give the taxpayer the use of 
additional funds during the early years. Where the taxpayer’s policy is to 
regularly replace certain assets, such as company cars, the use of the accel- 
erated methods will produce a tax savings through converting depreciation, 
which is fully deductible, into gains taxable at capital gain rates. 


Research and Experimental Expenditures 


Section 174 gives the taxpayer two new alternative options with respect 
to research and experimental expenditures. He may elect to treat them as 
expenses to be currently deducted or he may capitalize them as deferred 
charges to be amortized over a period selected by the taxpayer (but not 
less than sixty months) beginning with the first month in which the tax- 
payer realizes benefits from such expenditures. 

Expenditures for land, depreciable property, or depletable property 
are not deemed research and experimental expenditures even though used 
for such purposes, but any amount allowable by way of depreciation or 
depletion with respect thereto is considered as such an expenditure and 
subject to the options in this section. This section does not apply to ex- 
ploration expenditures which are covered by section 615. 

The election to treat research and experimental expenditures as current 
expenses may be made, without the Secretary’s consent, in the first taxable 
year which begins after 1953 and ends after August 16, 1954, and for which 
such expenditures are paid or incurred. Such election may not be made 


86 Section 1.167(b)—1(c) of Proposed Regs., 19 Fep. Rec. 6233 (1954). 
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thereafter without consent. The election to capitalize and amortize such 
expenditures may be made for any taxable year beginning after 1953, pro- 
vided it is made by the date for filing the return for such taxable year, in- 
cluding any extensions thereof. The election is made by attaching a state- 
ment to the return indicating the nature and amount of the expenditures 
and the period over which they will be amortized.** 


Exploration Expenses 


The option of deducting exploration expenses currently or capitalizing 
them and amortizing them as the ores or minerals are extracted and sold is 
continued in section 615 of the Code. The only change made is that the 
maximum deduction in any one year has been increased from $75,000.00 
to $100,000.00. 


Organization Expenses 


Under prior law a corporation could not deduct the cost of its organiza- 
tion 88 unless it had a limited life, in which case such cost was amortized 
over the life of the corporation.3® Such cost was deductible as a loss upon 
dissolution of the corporation.‘® Section 248 of the Code gives a corporate 
taxpayer an option to amortize such expenditures over any period (not less 
than sixty months) selected by the taxpayer beginning with the month in 
which business is commenced. Organizational expenditures are defined to 
include any expense which: 


(1) is incident to the creation of the corporation; 

(2) is chargeable to capital account; and 

(3) is of a character which, if expended incident to the creation of a 
corporation having a limited life, would be amortizable over such life. 


The Senate Committee Report *! indicates that expenditures for legal 
services to obtain the charter, fees paid to the state of incorporation, and 
expenses of temporary directors would come within the above definition. 
Expenses of issuing shares of stock, such as commissions, printing costs, and 
professional fees are a reduction of the proceeds and are not deductible or 
amortizable. 

This section applies only to organization expenditures paid or incurred 
on or after August 16, 1954. The option to amortize such expenditures may 
be made for any taxable year beginning after 1953, if made by the date for 
the filing of the return for such taxable year, including any extensions 


37 T.D. 6118, para. 5, 1955 Int. Rev. But. No. 3, at 108. 

388 U).S. Treas. Reg. 118, § 39.24(a)—2 (1953). 

39 Hershey Mfg. Co. v. Comm’r, 43 F.2d 298 (10th Cir. 1930). 

40 Shellabarger Grain Products Co. v. Comm’r, 146 F.2d 177 (7th Cir. 1944). 
41S, Rep. No. 1622, 83d Cong., 2d Sess. 224 (1954). 
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thereof. The option is made by attaching a statement to the return indicat- 
ing the nature and amount of ‘the expenditures and the period over which 
the expenditures will be amortized.*? 


Repayment of Income Received in Earlier Year under a Claim of Right 


Under prior law a taxpayer who became obligated to return income 
received in a prior year under a claim of right was entitled to a deduction 
for such repayment only in the year of payment.** Because of a difference 
in tax brackets, this often cost the taxpayer more in taxes than if he were 
allowed the deduction in the year the income was received. 

Section 1341 grants relief from this hardship by limiting the tax for 
the taxable year of repayment to the lesser of the following: 


(1) the tax for the taxable year computed with a deduction for such 
repayment; or 

(2) the tax for the taxable year computed without the deduction minus 
the reduction in tax for the prior taxable year resulting solely from 
the exclusion from income for such prior year of the amount of 
income repaid during the taxable year. 


The amount of the repayment must exceed $3,000.00 in order to be 
eligible for such treatment. Refunds attributable to sales of stock in trade 
are not eligible. 

If the amount of the reduction in taxes for the prior year exceeds the 
tax for the taxable year (computed without the deduction for the repay- 
ment), the excess is considered an overpayment of the tax for the current 
year and is refundable. 


Bad Debts 


As before, business bad debts are fully deductible, whereas non-business 
bad debts are treated as short term capital losses. But business bad debts 
now include debts which were created or acquired in connection with the 
taxpayer’s trade or business, regardless of their status at the time they become 
worthless, as well as debts which become worthless in the course of the 
trade or business.44 Under prior law only the latter were considered fully 
deductible. 

Section 166(f) is new in the law and gives business bad debt treat- 
ment to payments made by a taxpayer (other than a corporation) in dis- 
charge of his liability as guarantor, endorser, or indemnitor of a non- 
corporate obligation, the proceeds of which were used by the borrower 


42 T.D. 6118, para. 7, 1955 Int. Rev. Buti. No. 3, at 109. 

48 United States v. Lewis, 340 U.S. 590, 71 Sup. Ct. 522 (1951); North American 
Oil Consolidated v. Burnet, 286 U.S. 417, 52 Sup. Cr. 613 (1932). 

44 Int. Rev. Cope or 1954, § 166. 
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in his trade or business. Such treatment is permitted only in those instances 
where the obligation of the borrower is worthless to the obligee at the time 
of the payment, without consideration of the guarantee, endorsement, or 
indemnity. 


Embezzlement and Theft Losses 


Considerable confusion existed under prior law as to the year in which 
embezzlement and theft losses were deductible. The United States Supreme 
Court has held that such losses are deductible in the year in which discov- 
ered.*® Despite this holding, the Commissioner has maintained that such 
losses are deductible only in the year sustained.*® Section 165(e) of the 
Code adopts the holding of the Supreme Court and provides that such 
losses are allowable in the year the taxpayer discovers the loss. 


Tax Advice and Litigation 


Section 212 resolves all questions of deductibility in this area by pro- 
viding that all ordinary and necessary expenses paid or incurred in connec- 
tion with the determination, collection, or refund of any tax shall be 
deductible. The term “any tax” includes federal, state, and municipal taxes 
and all types of taxes such as income, gift, estate, property, etc.47 Such 
deduction is available to individual taxpayers who do not elect to use the 
standard deduction. 


Charitable Contributions 


The twenty per cent limitation applicable to individuals is continued in 
section 170, but an additional ten per cent is allowed for any contributions 
to: 

(1) a church, or a convention or association of churches; 

(2) an educational organization that maintains a regular faculty and 
curriculum and normally has a regular organized body of stu- 
dents; or 

(3) a hospital. 


Contributions to these three types of charities are first subjected to the 
ten per cent limitation. If they exceed ten per cent of the taxpayer’s ad- 
justed gross income, the excess is added to his other contributions and sub- 
jected to the twenty per cent limitation. If they do not exceed ten per 
cent, the twenty per cent limitation applies only to such other contribu- 
tions.*® 


45 Alison v. United States, 344 U.S. 167, 73 Sup. Cr. 191 (1952). 
4° U.S. Treas. Reg. 118, § 39.43-2 (1953). 

47S. Rep. No. 1622, 83d Cong., 2d Sess. 218 (1954). 

48 T.D. 6118, para. 4, 1955 Int. Rev. Butt. No. 3, at 106. 
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An individual taxpayer may have an unlimited deduction for charitable 
- contributions if, in the taxable year and eight of the ten preceding taxable 
years, the amount of his charitable contributions plus income tax paid 
during such years exceeds ninety per cent of the taxpayer’s taxable income 
for such years. For this purpose, taxable income is computed without 
regard to charitable contributions, personal exemptions, or any net oper- 
ating loss carry-back. Under prior law *® the ninety per cent test had to 
be met in the taxable year and all of the ten preceding taxable years. 

The five per cent limitation applicable to corporate taxpayers is con- 
tinued unchanged, but a two-year carry-over is permitted for any excess 
contributions. 

For the purpose of applying any of the percentage limitations, ad- 
justed gross income is computed without regard to any net operating loss 
carry-back. Presumably, adjusted gross income would be reduced by any 
net operating loss carry-over. 

Non-profit cemetery and burial companies have been added to the 
classes of permissible donees but only if chartered exclusively for such 
purposes. 


Real Estate Taxes 


No change has been made with respect to the time for deducting 
real estate taxes for taxpayers on the cash basis; they continue to deduct 
them in the year paid. Accrual basis taxpayers, however, are given a new 
option in section 461(c) to accrue the taxes ratably over the period to 
which they relate. In the absence of such election, the former law con- 
tinues in effect. Under the prior law, the Commissioner took the position 
that the tax accrued on the assessment date,®® whereas the cases supported 
the view that the tax accrued on the date the liability became fixed, which 
is generally the lien date.5! In Illinois the accrual date is the lien date, 
April 1.5? 

The above election may be made by a taxpayer, without the Secre- 
tary’s consent, in his first taxable year beginning after 1953 and ending after 
August 16, 1954, in which such taxes are incurred. The election is made 
by attaching a statement to the return indicating the taxpayer’s method of 
accounting and the period to which the taxes relate.°* The Secretary’s 
consent is required to adopt this method in any subsequent year. 


49 Int. Rev. Code of 1939, § 120. 
50'G.C.M. 21373, 1939-2 Cum. BuLL. 82. 
51 Carl K. Lifson, 36 B.T.A. 593 (1937), aff'd, 98 F.2d 508 (8th Cir. 1938); Patrick 
Cudahy Family Co., 36 B.T.A. 1147 (1937), aff’d, 102 F.2d 930 (7th Cir. 1939). 
52 Chatelaine Tower Bldg. Corp., 6 P-H B.T.A. Mem. Dec. 4 37389 (1937); 
G.C.M. 6273, VIII-I Cum. Butt. 168 (1929). 
58 TD. 6118, para. 9, 1955 Int. Rev. Buy. No. 3, at 110. 
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Section 164(d), governing the apportionment of real estate taxes 
between the seller and purchaser on the sale of property, is entirely new 
in the law and overrules the prior case law. Under this section, the real 
estate taxes for the year of sale are prorated between the seller and buyer 
on the basis of that portion of the real-estate-tax year that each holds the 
property, i.e., that portion falling before and after the closing date. This 
rule is mandatory and applies regardless of whether the parties actually pro- 
rate the taxes or regardless of who pays them. 

A cash basis taxpayer is deemed to have paid his portion of the taxes 
on the date of the sale if the other party to the transaction is liable for the 
tax. If neither party is liable for the tax, then the party holding the prop- 
erty at the time the lien for taxes attached shall be considered liable for 
the taxes. If these rules (section 164(d)(2)(A)) are interpreted literally, a 
cash basis seller of real estate in Illinois prior to April 1, 1955, would be 
able to deduct his share of the 1955 taxes in 1955, and the cash basis pur- 
chaser would not. If the sale occurred after April 1, the purchaser would 
be able to deduct his share in 1955, but the seller would not. Presumably, 
the purchaser in the first instance and the seller in the second instance would 
deduct their share when the taxes were actually paid. No reason is appar- 
ent to the writer as to why the seller should be treated any differently in 
the second instance. It would seem that he should be entitled to deduct his 
share of the 1955 taxes in the year of sale regardless of who is liable for 
them, when the lien attached, or when the taxes are paid. 

An accrual basis taxpayer who has not elected under section 461(c) to 
accrue real estate taxes ratably, shall accrue his share of the prorated taxes 
as of the date of sale if such share is not deductible under this method of 
accounting in any taxable year. Any portion of the taxes deemed to be 
imposed on the seller and which is paid by the purchaser is considered part 
of the purchase price and thus income to the seller ®* and cost to the 
purchaser.®5 

The above rules apply only to current taxes at the time of the sale 
and have no application to taxes for prior years. They apply to all sales 
made subsequent to 1953. 

Section 164(b)(5)(B) permits the deduction of taxes assessed against 
local benefits of a kind tending to increase the value of the property assessed 
where: 

(1) the tax is levied by a special taxing district; 

(2) the district covers the whole of at least one county; 

(3) at least 1,000 persons are subject to the taxes levied by the district; 

and 


54 Int. Rev. Cope or 1954, § 1001(b) (2). 
55 INT. Rev. Cope or 1954, § 1012. 








Fatt] INCOME, EXPENSES, AND ACCOUNTING METHODS _ 373 


(4) the district levies its assessments annually at a uniform rate on the 
same assessed value of real property as is used for the general real 
estate tax. 

Interest on Installment Purchases 


Under prior law no interest deduction was allowed on installment 
purchases where the interest element was not separately stated®® even 
though carrying charges were added. This has been changed by section 
163(b) which allows an interest deduction to the extent of six per cent 
of the average unpaid balance during the taxable year. For this purpose, 
the average unpaid balance is computed by adding the outstanding bal- 
ances on the first day of each month and dividing by twelve. The amount 
of such deduction cannot exceed the payments made during the year or 
the amount of carrying charges properly attributable to such year. This 
section applies to all installment payments made in taxable years beginning 
after 1953 regardless of when the purchase was made.*? 

Where the interest element is separately stated in the purchase con- 
tract, section 163(b) does not apply. 


Transactions Between Related Taxpayers 


The provisions of sections 24(b) and 24(c) of the 1939 Code relative to 
the disallowance of losses on sales or exchanges of property between related 
taxpayers, and the disallowance of expenses and interest which were not paid 
to related taxpayers within two and one-half months after the close of the 
taxpayer’s taxable year where the payee would not be taxed on such pay- 
ments until received, are continued in section 267 of the Code. However, 
two changes have been made. 

First, the definition of related taxpayers has been expanded to include: 


(1) a fiduciary of one trust and a beneficiary of another trust if the 
same person is grantor of both; 

(2) a fiduciary of a trust and a corporation more than fifty per cent 
in value of the outstanding stock of which is owned, directly or indirectly, 
by or for the trust or by or for a person who is a grantor of the trust; 

(3) a person and an exempt organization which is controlled directly 
or indirectly by such person or a member of his family. 


Where a loss has been disallowed on the sale or exchange of property 
between related taxpayers, section 267(d) grants relief to the transferee 
upon the subsequent sale of the property at a gain. In such event, gain is 
recognized to the transferee only to the extent it exceeds the amount of loss 
previously disallowed to the transferor. The effect of this provision is to 
tax, in the aggregate, the amount of gain that would have been taxed had the 


56 Henrietta Mills, Inc., v. Comm’r, 52 F.2d 931 (4th Cir. 1931). 
57 H. R. Rep. No. 1337, 83d Cong., 2d Sess. A44 (1954). 





ss NPN REIT, AT 


me ep ep wv 98 


ss 27 messes 


i 
i 








374 THE INTERNAL REVENUE CODE OF 1954 [Vo . 1955 


transferor sold the property to the outsider directly. Such relief is avail- 
able only to the immediate transferee. If, however, the transferee exchanges 
such property for new property in a non-taxable exchange, the relief is 
available upon the sale of such new property.®® 

This section has no effect on the transferee’s basis for the property, 
and thus has no effect on depreciation, depletion, or amortization. 

This section applies to sales made by the original transferee after 1953 
regardless of when the loss was disallowed. 


Net Operating Loss Deduction 


Section 172 consolidates the provisions applicable to net operating loss 
deductions with several substantive changes. 

Changes have been made in the method of computing the net operating 
loss in the loss year. Any loss sustained in the sale of business assets is now 
includible in the net operating loss; thus the Code overrules prior case law 
to the contrary.5® Furthermore, no adjustment need be made with respect 
to tax-exempt interest nor is the net operating loss reduced by the excess of 
percentage or discovery depletion over cost depletion, as heretofore re- 
quired. The deductions allowable under sections 243 (relative to dividends 
received by corporations), 244 (relative to dividends received on certain 
preferred stock of public utilities), 245 (relative to dividends received from 
certain foreign corporations), and 247 (relative to dividends paid on certain 
preferred stock of public utilities) are to be allowed in full without reduc- 
tion due to the limitations thereof based on taxable income. 

The net operating loss can now be carried back two years instead of 
one. The carry-over for five years remains the same. 

In computing the net operating loss deduction for the year to which 
the loss was carried, it was formerly required that essentially the same ad- 
justments be made for such year as were made in the loss year. This is no 
longer required. The net operating loss deduction for any year is now the 
sum of all net operating loss carry-backs and carry-overs. But in computing 
an unused net operating loss deduction to be carried forward to another 
year, the same adjustments are required as in the loss year, except those 
pertaining to the net operating loss deduction, non-business deductions of 
taxpayers other than corporations, and deductions for certain dividends 
received and paid. 

Special rules are provided for computing the net operating loss for 
years beginning in 1953 and ending in 1954. In general, the net operating 
loss is computed twice, once under the 1939 Code and again under the 1954 
Code. Proportionate parts of each are then added together to obtain the 


58S. Rep. No. 1622, 83d Cong., 2 Sess. 226 (1954). 
59 Joseph Sic, 10 T.C. 1096 (1948), aff'd, 177 F.2d 469 (8th Cir. 1949), cert. denied, 
339 U.S. 913, 70 Sup. Cr. 572 (1950). 
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net operating loss. In computing the carry-back for the second preceding 
~ year in such a case, only that portion of the net operating loss which is 
proportionate to the fraction of the taxable year falling within 1954 can 
be used. 

The computation of net operating losses and net operating loss deduc- 
tions for years prior to 1954 will be governed by the 1939 Code, and the 
computation of such losses and deductions for years after 1953 will be 
governed by the 1954 Code. 


Employee’s Expenses 


Under the 1939 Code,® an employee in computing adjusted gross in- 
come could deduct only reimbursed expenses and expenses of travel away 
from home. Any other expenses he may have had in connection with his 
employment had to be deducted from adjusted gross income and were lost 
if the standard deduction was used. To place such employees on an equal 
footing with self-employed persons, two new deductions have been added 
to the calculation of adjusted gross income. 

Section 62(2)(C) allows the deduction of transportation expenses paid 
or incurred by a taxpayer in connection with the performance of services 
by him as an employee. Transportation expenses means the cost of trans- 
porting the employee from place to place for business purposes and in- 
cludes the cost of operating his own automobile. It does not include meals 
or lodging, nor does it include the cost of commuting to and from work.*! 

Section 62(2)(D) permits the deduction by an outside salesman of all 
expenses incurred in the solicitation of business for his employer. An out- 
side salesman is an individual who is a full-time salesman and who solicits 
business away from his employer’s place of business. It does not include a 
salesman, a principal part of whose activities consists of service and delivery. 
Thus, a bread driver-salesman or a milk driver-salesman would not be in- 
cluded within the definition.®? 

The effect of the above two provisions is to permit such employees to 
deduct such expenses in arriving at adjusted gross income and still allow 
them to use the standard deduction. 


ACCOUNTING METHODS 


Accounting Periods 


The so-called fifty-two fifty-three week year has been added to the 
permissible accounting periods by section 441(f). A taxpayer may elect 
to compute his taxable income on the basis of an annual period which varies 


60 Int. Rev. Code of 1939, §§ 23(n) (2), (3). 
61S, Rep. No. 1622, 83d Cong., 2d Sess. 169 (1954). 
82 Ibid. 
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from fifty-two to fifty-three weeks and which ends on a particular day of 
the week which is either the last such day in a calendar month or such day 
falling nearest the end of a calendar month, provided he keeps his books on 
the same basis. For example, the period may end on a Saturday which is 
either the last Saturday in May or the Saturday falling closest to May 31. 

Special rules are provided for making the change-over and for coordi- 
nating this method with other provisions of the Code expressed in terms of 
taxable years beginning or ending with reference to a specific date. Pending 
the issuance of regulations covering this section, the Commissioner has 
issued a Revenue Ruling ® prescribing the procedure to be followed in 
changing over to this accounting period, which is available for years ending 
after August 16, 1954. 


Methods of Accounting 


Whereas the old Code ®t merely provided that the method of account- 
ing must be one that clearly reflected income, the new Code ® is more 
specific. In addition to the general requirement that the method must 
clearly reflect income, four permissible methods are listed in section 446(c): 


(1) the cash receipts and disbursements method; 

(2) the accrual method; 

(3) any other method permitted by chapter 1 of the Code; and 

(4) any combination of the above permitted under regulations to be 
issued. 


While no mention is made of the completed contract method or per- 
centage of completion method used for long term contracts,®* the Senate 
Committee Report states that “all methods of accounting recognized under 
existing law are continued.” ®? Presumably, this would mean that the 
long term contract methods are still acceptable. 

A taxpayer engaged in more than one trade or business may use a 
different method for each and may also use a different method with respect 
to his personal affairs.®* 


Installment Sales 


One of the other methods of accounting permitted under chapter 1 
(method (3) in the preceding discussion) is the installment method. Section 
453 continues the prior law with three substantive changes. 

Under prior law, in the case of sales of realty and casual sales of person- 


88 Rev. Rul. 55-10, 1955 Int. Rev. Buti. No. 2, at 6. 
64 Int. Rev. Code of 1939, § 41. 

65 Int. Rev. Cope or 1954, § 446. 

66 U.S. Treas. Reg. 118, § 39.42-4. 

87S, Rep. No. 1622, 83d Cong., 2d Sess. 300 (1954). 
88 Ibid. 
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alty in excess of $1,000.00, the installment method could be used if the 
* initial payments during the year of the sale did not exceed thirty per cent, 
but some payment was required in the year of sale.®® The requirement of 
some payment in the year of sale is eliminated by section 453(b)(2)(A). 

Under prior law ® a dealer in personal property who switched from 
the accrual method to the installment method was taxed twice on the same 
income. The entire gross profit on any sale made while using the accrual 
method would be taxable in the year of sale, and, after switching to the 
installment method, the gross profit attributable to collections of such prior 
sales would be includible again. Section 453(c) provides a measure of relief 
from such double taxation by allowing an adjustment or credit against the 
tax for taxable years subsequent to the change. Generally speaking, this 
adjustment is the lesser of: 


(1) that portion of the tax for the taxable year which is attributable 
to the second inclusion of gross profit with respect to sales made while 
using the accrual method; or 

(2) that portion of the tax for the year of sale which is attributable 
to the same gross profit. 


The above changes are effective for all years beginning after 1953. 

Under prior law,” if an installment obligation was transmitted by 
death, all unreported gross profit attributable thereto was precipitated into 
the final return of the decedent unless his estate or beneficiary posted a 
bond conditioned upon reporting the income in the same manner that the 
decedent would have if he had lived. Section 453(d) eliminates the bond re- 
quirement. Under section 691 the estate or beneficiary will report the 
gross profit inherent in such installment obligations as income with respect 
to a decedent and will be entitled to a deduction for a proportionate part 
of the estate tax. 


Prepaid Income and Reserves for Estimated Expense 


One of the alleged objectives of the new Code was to bring tax account- 
ing more in line with generally accepted accounting principles. Sections 452 
and 462 were designed to accomplish this for taxpayers using the accrual 
method with respect to prepaid income and reserves for estimated expenses, 
respectively. 

Under section 452, a taxpayer who received income in connection 
with a liability to furnish services, goods, or the use of property beyond the 


8° Walnut Realty Trust, 23 B.T.A. 850 (1931); Thomas F. Prendergast, Exec., 22 
B.T.A. 1259 (1931); G.C.M. 12148, XII-2 Cum. But. 57 (1933). 


7 Int. Rev. Code of 1939, § 44(c). 
Int. Rev. Code of 1939, § 44(d). 
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close of his taxable year, was permitted, generally speaking, to defer such 
income until such time as it was earned. 

Section 462 was a companion measure which allowed a current deduc- 
tion for those expenses which would be paid in subsequent years but were 
attributable to income received in the current year and which expenses 
could be reasonably estimated. Examples would be sales discounts, freight 
allowances, guarantee expense, vacation pay, etc. Such expenses would be 
credited to a reserve account which would be charged when the expendi- 
tures were actually made in much the same manner as reserves for doubt- 
ful accounts are now handled. 

The much heralded relief and improved accounting provided by these 
two sections was short lived. The Treasury Department estimated that the 
loss in revenue resulting in the first years of the application of these sections, 
due to the fact that taxpayers would have deductions for past years as well 
as the current year, was too great and asked for their repeal. Congress 
granted this request, and these sections were repealed retroactively as 
though they had never been enacted.” 

Any taxpayer who has already filed his tax return and who has taken 
advantage of either of these repealed sections must file an additional state- 
ment by December 15, 1955, showing the increase in tax. Any portion of 
this additional tax due and payable by that date may be paid then without 
penalty or interest. 

Taxpayers whose fiscal years ended on or before June 15, 1955, and 
who have not yet filed, may either ignore sections 452 and 462, or they may 
file returns based on these sections, in which case they must file the addi- 
tional statement referred to above and pay the additional tax by December 
15, 1955. 

Taxpayers whose fiscal years end after June 15, 1955, have no option. 
They must compute their taxes and file their returns as though these sections 
were never in the law. 


Change in Accounting Method 


Section 446(e) codifies the requirement, formerly contained only in the 
regulations,”* that a taxpayer obtain consent before making any change in 
his method of accounting, except a change to (but not from) the installment 
method. 

If consent is obtained, section 481 provides for certain adjustments to 
be made in the year of change to prevent the duplication or omission of items 
of income and expense. If the sum of such transitional adjustments increases 
taxable income by more than $3,000.00, two limitations are provided to grant 


72 Pub. L. No. 74, 84th Cong., Ist Sess. (June 15, 1955). 
3 US. Treas. Reg. 118, §§ 39.41-2(c), (e) (1953). 
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a measure of relief from excessive taxes resulting from the bunching of such 
~ adjustments in one year. 

Under the first limitation, the tax for the year of the change cannot 
exceed the tax that would be due if the amount of the net transitional ad- 
justments were spread ratably over the year of change and the two preced- 
ing taxable years. This relief is available only if the taxpayer used the 
method of accounting from which the change is made for the two pre- 
ceding years. 

The second limitation applies if the taxpayer can recompute his tax- 
able income under the new method for one or more taxable years pre- 
ceding the year of change. If so, the tax attributable to the net transitional 
adjustment cannot exceed the tax that would be due if the transitional ad- 
justments were allocated to such prior years, as required by the new method, 
and any balance remaining of such adjustments were allocated to the year 
of change. 

In computing the net transitional adjustments, no adjustment need be 
included for any year beginning prior to 1954. This would seem to be an 
open invitation to those taxpayers who have inventories but who have been 
erroneously using the cash basis. By changing now, they would obtain a 
double deduction for that portion of the opening inventory that had been 
paid for and deducted in 1953. 




















LIFE INSURANCE AND ANNUITIES 
UNDER THE 1954 REVENUE CODE 


BY C. IVES WALDO, /R.* 


LIFE INSURANCE AND ANNUITIES 
IN ESTATE PLANNING 


ON DECEMBER 31, 1954, there were 93 million holders of life insurance 
policies in the United States and $333,719,000,000.00 of life insurance in 
force, according to the Institute of Life Insurance. This compares with 71 
million policy holders and $115,545,000,000.00 of life insurance at the end 
of 1945. These figures emphasize the importance of life insurance as an 
estate planning medium. A growing interest in savings for old age security 
and retirement income has also resulted in a marked increase in amounts 
invested with insurance companies in annuity contracts.’ 

Life insurance affords a unique method for insuring against premature 
death. It is most widely used as a means of providing protection for the 
families of men who are largely dependent upon earned income after taxes 
as the source of their estates. In such situations insurance proceeds left with 
the insurer at interest or on installment options provide an assured income 
for dependents in the event that death occurs before an estate can be built 
up from after-tax income. Life insurance is often useful in providing a cash 
fund for payment of death taxes and probate expenses in situations where 
an estate, though ample, is largely tied up in non-liquid assets. It is widely 
used to fund business buy-and-sell agreements and obligations in divorce 
settlement agreements which continue after a decedent’s death as an obliga- 
tion of his estate. Insurance proceeds payable upon the death of the insured 
are not generally subject to federal income tax. The elimination of the 
premium-payment test from the 1954 Code provides new opportunities 
for insulating insurance proceeds from federal estate tax in proper cases. 

Annuity contracts provide an orderly and convenient method for ac- 
cumulating a fund for retirement income. Since interest accumulating on 
annuity reserves held by the insurance company is not taxable until the 
annuity is paid to the annuitant, this form of contract has the advantage 


*C. IVES WALDO, JR. A.B. 1933, Yale University; J.D. 1936, North- 
western University; member of the firm of Hopkins, Sutter, Halls, 
Owen & Mulroy, Chicago, Illinois. 


1 As of the end of 1953 there were 4.5 million annuities in force with United States 
insurance companies, providing for annual payments of nearly $1.7 billion. Of these 
policies nearly 3 million were group annuities providing for annual payments of $934 
million. In 1945 there were a total of about 2.4 million annuities in force providing for 
annual payments of $859 million. INstITUTE or Lire INsuRANCE, Lire INsukANCE Fact 
Book 29 (1954). 
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of delaying income tax on amounts so earned until retirement when other 
“income is reduced and lower tax brackets are applicable. Additional tax 
benefits are available to qualified employee pension and annuity plans which 
have become increasingly popular in recent years. 

The Internal Revenue Code of 1954 comprehensively revised the pro- 
visions of the law with respect to the income and estate taxation of annuities, 
and made important changes in the taxation of life insurance proceeds 
payable on the death of the insured. The purpose of this article is to describe 
those changes, and, to the extent that limitations of space allow, to discuss 
their impact on estate planning. 


INCOME TAXATION OF PROCEEDS OF LIFE INSURANCE 
AND ANNUITY CONTRACTS OTHER THAN LIFE 
INSURANCE PROCEEDS PAID BY REASON OF 
THE DEATH OF THE INSURED 


Section 72 of the 1954 Code 


Section 72 of the 1954 Code replaces section 22(b)(2) of the 1939 
Code. It provides a new and more coherent method for the income taxation 
of amounts received under annuity, endowment, and life insurance con- 
tracts.” 

The most important change is the replacement of the three per cent 
rule for taxing annuity payments by a new “life-expectancy” rule under 
which the cost of the annuity is recovered tax-free proportionately over 
the life expectancy of the annuitant or annuitants. Another important 
change involves the taxation of fixed-period-installment payments as an- 
nuities. Lump sum payments may now be treated for tax purposes as if 
received over a three-year period. 

Life insurance and endowment proceeds paid by reason of the death 
of the insured are treated separately in section 101 of the new Code. 


Amounts Received as Annuities 


Three Per Cent Rule of 1939 Code Replaced by Life Expectancy Rule. 
The end to be achieved in taxing an annuity payable for the life of an 
annuitant is to exclude from tax annually an amount sufficient to permit the 
annuitant to recover his cost tax-free and to tax as income the excess re- 
ceived by him over his cost. Since the life expectancy of any individual 
cannot accurately be foreseen, difficulties have arisen in working out a fair 
and satisfactory method for determining what part of each payment re- 


2See generally: Garner, Income and Estate Taxation of Annuities, N.Y.U. 13th 
Inst. ON Fep. Tax. 265 (1955); Nathan and Pennish, Life Insurance and Annuities 
Under the Internal Revenue Code of 1954, 8 J. Am. Soc’y C.L.U. 299 (1954); Brun- 
strom, Life Insurance, Endowment and Annuity Features of the 1954 Code, 32 Taxes 
866 (1954). 
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ceived by an annuitant should be excluded from taxable income as a return 
of investment and what portion should be taxable income. 

Under the three per cent rule of the 1939 Code,’ an annuitant was 
taxed on the annuity payments received in each year to the extent of 
three per cent of his investment. The balance of the annuity payments in 
such year was treated as a return of capital and applied against the cost of 
the annuity. After an amount equal to the annuitant’s cost had been 
recovered tax-free, further payments were taxable in full. Both the 
House and Senate Committees * found this rule to be “objectionable because 
it is erratic.” In cases where the cost of the annuity was comparatively large 
as compared with the value of the annuity at the time it began, the annui- 
tant often died before recovering his cost tax-free. Where cost was com- 
paratively low, it would soon be exhausted by the exclusions and the an- 
nuitant, often a retired person, would unexpectedly find the income after 
tax to which he had become accustomed reduced by substantially increased 
income tax liability. 

The 1954 Code abolished the three per cent rule and substituted there- 
for new provisions whereby the tax-free portion of annuity income is 
spread evenly over the annuitant’s life expectancy. The exclusion remains 
uniform during the life of the annuitant even after his entire cost has been 
returned tax-free. 

The “Exclusion Ratio” Formula. An “exclusion ratio” is established 
by section 72(b) of the 1954 Code by which the proportionate amount 
to be excluded from each annuity payment is computed. This is the ratio 
which the “investment in the contract” as of the “annuity starting date” 
bears to the “expected return” under the contract on that date. These con- 
cepts form the basic elements of the formula provided by section 72 for 
the taxation of annuity payments. “Investment in the contract” is defined 
as the aggregate amount of premiums or other consideration paid for the 
contract as of the starting date less amounts previously received tax-free 
under the contract.’ The “expected return,” in the case of a single life 
annuity, is the amount which the annuitant would receive under the con- 
tract if he survived for his life expectancy computed under actuarial tables 
prescribed by the Secretary of the Treasury or his delegate.6 Temporary 
rules and actuarial tables for use in making the various computations under 
section 72 have been issued by the Commissioner of Internal Revenue.’ 


3 Int. Rev. Code of 1939, § 22(b) (2) (A). 

4H. R. Rep. No. 1337, 83d Cong., 2d Sess. 10 (1954) (hereinafter referred to as the 
“House Report”); S. Rep. No. 1622, 83d Cong., 2d Sess. 11 (1954) (hereinafter referred 
to as the “Senate Report”). 

5 Int. Rev. Cope or 1954, § 72(c) (1). In the hands of a transferee for value, or his 
estate or a beneficiary thereof, the cost is generally the actual consideration paid for the 
transfer plus premiums paid after the date of transfer. Id. § 72(g). 

8 Id. § 72(c) (3). 
TTD. 6118, 1955 Int. Rev. Buty. No. 3, at 90. 
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The exclusion ratio is computed as of the “annuity starting date” which, 
‘in general, is the first day of the first period for which annuity payments 
are to be received under the contract.’ 

The New Formula Applied to a Single Life Annuity. The operation 
of the new rule may be illustrated in a simplified form as follows: Assume 
a single life annuity starting January 1, 1955. The total premiums paid by 
the annuitant, less dividends and any other amounts received tax-free, ag- 
gregate $20,000.00. This is the “investment in the contract.” The payments 
to be received under the contract during the annuitant’s life are $3,000.00 
annually. Under the official actuarial tables® the annuitant has a life ex- 
pectancy of ten years. The “expected return” is thus ten times $3,000.00, 
or $30,000.00. The “exclusion ratio” is $20,000.00 (investment in the con- 
tract) over $30,000.00 (expected return) or two-thirds. Applying this 
exclusion ratio to each annual $3,000.00 payment, two-thirds of such pay- 
ment, or $2,000.00, is excluded from income, and $1,000.00 is taxable. This 
treatment continues as long as the annuitant lives, even if the sum of the 
exclusions finally exceeds his cost of $20,000.00 In the event of a premature 
death, a single life-annuitant will not have fully recovered his cost tax-free. 
In the average case, however, cost will be recovered. In the case of an 
annuitant who outlives his expectancy, his annuity income after taxes will 
be uniform for life. 

Joint and Survivor Annuities. The above discussion, for purposes of 
simplicity, had reference to a single-life, non-refund annuity. Section 72, 
however, provides methods for taxing joint and survivor annuities, refund 
annuities, and fixed-installment annuities. 

In the exclusion ratio formula used in connection with a joint and 
survivor annuity, the expected return is computed on an actuarial table 
based on the life expectancies of both annuitants.’° A special method is 
provided by the temporary rules for computing the expected return in 
the case of variable-payment joint and survivor annuities, that is, annuities 
where the first annuitant and the survivor will receive payments of different 
amounts. 


8 Int. Rev. Cope or 1954, § 72(c) (4). Where such period began prior to 1954, the 
annuity starting date is January 1, 1954. 

®See Temporary Rules, para. 1(b) (3) and Table I, supra note 7, at 91, 96. The 
Rules are predicated on an annuity payable in monthly installments. A special adjust- 
ment is, therefore, required in cases where payments are other than monthly, e.g., quar- 
terly, semiannually, or annually. An adjustment is also required if the interval between 
the annuity starting date and the first payment is less than the interval between future 
payments. See Temporary Rules, para. 1(b) (4), supra note 7, at 92. 

10Int. Rev. Cope or 1954, § 72(c)(3)(A). Temporary Rules, para. 1(b)(5) and 
Table II, supra note 7, at 92, 97. 

11 Temporary Rules, para. 1(b) (6), supra note 7, at 93. Para. 1(b) (6) (ii) applies to 
annuities for joint lives only and to annuities to be paid jointly to two annuitants during 
their joint lives with a smaller amount payable to the survivor, regardless of which sur- 
vives. 
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Under section 113(a)(5) of the 1939 Code, upon the death of the 
first annuitant the survivor’s annuity took on a stepped-up basis equal to 
the value for estate tax purposes of the remaining installments. The three 
per cent rule was then applied to this new basis to determine the amount 
taxable annually to the survivor. There is no stepped-up basis on the death 
of the first annuitant under the 1954 Code.!? The exclusion ratio applicable 
in the case of a joint and survivor annuity continues uniform throughout 
the lives of the two or more annuitants. However, a survivor annuitant is 
entitled under the new Code to deductions from taxable income based on 
the estate tax paid on the value of the annuity in the estate of the first an- 
nuitant. These deductions are allowed ratably over the life expectancy of 
the surivivor and are computed in accordance with a complicated formula 
set forth in sections 691(c) and (d) of the 1954 Code.18 

Refund Annuities. The new Code contains special provision for treat- 
ment of refund annuities which involve the life expectancy of one or more 
persons. This includes life annuities providing for a minimum period of 
payments certain or for a refund to a deceased annuitant’s estate or a named 
beneficiary of any unrecovered portion of the cost of the contract. In 
such instances an adjustment is made to the “investment in the contract” 
by excluding therefrom the value of the refund element of the contract 
as of the annuity starting date. This value is computed on an actuarial basis 
without discount for interest. The refund payment under such a contract 
is ordinarily exempt from income tax.!5 The reduction of the “investment 


12 Int. Rev. Cope or 1954, § 1014, which corresponds to old § 113(a) (5), excludes 
annuities taxable under § 72 (§ 1014(b) (9) (A)), except in the case of decedents dying 
after December 31, 1950, and before January 1, 1954 (§ 1014(b)(8)). The 1954 Code, 
§ 72(i), contains a special rule providing that where the first annuitant died in 1951, 
1952, or 1953, the basis of the survivor’s annuity as of January 1, 1954, will be his basis 
computed under the 1939 Code, § 113(a) (5), less portions of prior payments received 
by such survivor excluded from gross income. See also Temporary Rules, para. 1(d) (2), 
supra note 7, at 95. 

18 With respect to the operation of section 691, the Senate Report, supra note 4, at 
375-376, states: “The operation of the rule in subsection (c) (1) (A) and the reference to 
the surviving annuitants life expectancy in (d)(1)(B) will have the effect of spreading 
the estate tax attributable to the net value for estate tax purposes of the annuity over the 
life of the survivor in such a way that it will be fully allowed as a deduction against 
income if the survivor reaches his life expectancy (determined at the date of death of 
the deceased annuitent). If the survivor continues to receive the annuity beyond this 
expectancy period, there is no further deduction under this section. If the survivor dies 
before this time there is no compensating adjustment for the unused deduction.” 

14InT. Rev. Cope or 1954, § 72(c)(2). Temporary Rules, para. 1(c), supra note 7, 
at 94. 

15 Under the 1954 Code, § 72(e)(1)(B), refund payments are not taxable until 
the sum thereof plus previous payments excluded from income exceeds the consideration 
paid for the contract. The refund is the amount of the annuitant’s unrecovered cost and 
thus would not be taxable. In the case of an employee’s annuity, a part of the refund 
could be taxable if the employer’s contributions were excluded from the employee’s 
cost. See Int. Rev. Cope or 1954, § 72(f). 
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in the contract” by the value of the refund is thus necessary to avoid a 
~ double exclusion.!® 

Period Certain Annuities. An “annuity,” as referred to in the 1954 
Code, section 72(a), now includes installments payable for a period cer- 
tain as to which no actuarial computation is involved. Such fixed install- 
ment contracts were not considered annuities under the 1939 Code, and 
consequently the full amount of the installments received were excluded 
from income until the cost was recovered.17 Thereafter the entire amount 
of each installment was subject to tax. Under the 1954 Code the “exclusion 
ratio” formula is applied to determine the amount excludible from income 
annually. In this connection, the “expected return” for purposes of the 
formula is the aggregate of the installments to be received.1® The result 
is that the cost of the contract is excluded ratably from each installment 
over the term of the annuity. Thus, in the case of an annuity with a cost 
of $7,000.00 payable in ten fixed annual installments of $1,000.00 each, 
$700.00 of each $1,000.00 installment would be excluded annually and the 
balance of $300.00 would be taxable. 

Effective Date—Annuities Which Began Prior to 1954. The new an- 
nuity treatment is applicable to years beginning after 1953. Taxpayers who 
were receiving annuities which began prior to 1954 were required to shift 
over to the new method of reporting annuity income as to annuity pay- 
ments received in 1954 and subsequent years. For purposes of this con- 
version, January 1, 1954, is taken as the “annuity starting date.” 1® The 
“expected return” is computed on the basis of the annuitant’s age on Jan- 
uary 1, 1954, and the remaining payments to be made under the contract. 
The “investment in the contract” is reduced by the aggregate amount of 
annuity payments previously excluded from income under provisions of 
the prior law. 

Special Rules for Employee Annuities. Certain special rules are in- 
cluded in the 1954 Code with respect to the taxation of annuities where a 
portion of the cost was paid by the annuitant’s employer. A complete 
discussion of these rules would require consideration of the Code sections 
relating to exempt employees’ pension, profit sharing, and stock bonus 
plans,?° which are without the scope of this article. It may be noted, how- 


16 House Report, supra note 4, at 10; Senate Report, supra note 4, at 11. The 
Senate Report, supra at 174, states: “The effect of this computation is to include in the 
gross income of the annuitant the interest which it is anticipated will accrue from the 
reserve for the death benefit.” See House Report, supra, at A23. 

17 George H. Thornley, 2 T.C. 220 (1943), rev’d on another issue, 147 F.2d 416 
(3d Cir. 1945), acq., 1949-1 Cum. Butt. 4. 

18 Int. Rev. Cope or 1954, § 72(c)(3)(B). See Temporary Rules, para. 1(b) (7), 
supra note 7, at 94. 

19 Int. Rev. Cope or 1954, § 72(c) (4). 

20The 1954 Code, § 401, states the requirements for exempt status of such plans. 
Section 402 provides for the taxability of beneficiaries of exempt and non-exempt em- 
ployees’ trusts. Section 403 contains certain provisions with respect to the taxation of 
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ever, that the general exclusion ratio formula does not apply where the 
portion of the consideration for the annuity paid by the employee will be 
recovered during the first three years after the annuity payments com- 
mence. In such cases, all amounts received by the employee-annuitant or 
his beneficiary are excluded until they equal the contributions attributed 
to the employee. Thereafter they are taxable in full. This provision applies 
even though the annuity payments began prior to January 1, 1954.24 

Section 72(f) provides that contributions to the cost of an annuity 
paid by an employer shall be treated as paid by the employee to the extent 
that they were included in the employee’s income (¢.g., payments pursuant 
to a non-exempt annuity plan),?? or to the extent that they would have 
been excluded from the employee’s income if paid directly to him (e.g., 
income earned outside the United States).?8 

The exclusion from gross income of $5,000.00 of death benefits paid 
by an employer to an employee’s estate or beneficiary provided in the 
1939 Code 24 was carried over, with certain changes, into section 101(b) 
of the new Code.*> Where the benefit takes the form of an annuity, it is 
treated as additional consideration paid by the employee for purposes of 
the exclusion ratio under section 72.26 The $5,000.00 exclusion is not avail- 
able to the surviving annuitant of a joint and survivor annuity where the 
first annuitant was the employee and had become entitled to payments under 
the contract prior to death.?7 


It may also be noted that annuities qualify as retirement income for 
purposes of the new retirement income credit allowed by section 37 of 
the 1954 Code. 

Annuities Not Paid by Insurance Companies. While the principal appli- 
cation of section 72 of the 1954 Code will be to annuities paid under con- 
tracts written by insurance companies, it should be noted that the section 
is apparently intended to cover all annuities regardless of the source. Its 


employees’ annuities under exempt and non-exempt annuity plans. Section 403 (a) (2) 
contains a new provision granting capital gains treatment to the value of an employee 
annuity contract attributable to the employer’s contributions and required to be dis- 
tributed under an exempt plan within one year after the employee’s death or separation 
from service. 

21InT. Rev. Cope or 1954, § 72(d). 

*2 Id. § 403(b). 

*3 Id. § 911. This example is given in the Senate Report, swpra note 4, at 177. 

*4 Int. Rev. Code of 1939, § 22(b) (1) (B). 

*5 The exclusion under the 1954 Code applies whether or not the employer is under 
a contractual obligation to make the payment. The exclusion is $5,000 per employee 
regardless of the number of employers. The exclusion does not apply if the employee 
had a nonforfeitable right to have the payment made unless the distribution is made in 
one year under an exempt pension, profit sharing, or stock bonus plan. 

26 Int. Rev. Cope or 1954, § 101(b) (2) (D). 

27 Id. § 101(b) (2) (C). 
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applicability to annuities paid by employers or by employees’ trusts has 
‘already been mentioned. 

Where a father transfers property to a son in consideration for the 
son’s agreement to pay the father a life annuity, we have an example of 
the so-called private annuity which has had something of a vogue in recent 
years.2® The manner in which such annuities will be treated under the new 
Code is not entirely clear.2® A provision in the House Bill dealing with this 
type of annuity was removed by the Senate Committee.*® A recent ruling *! 
indicates that the new rules will continue to be applied to annuities pur- 
chased from charitable organizations. These types of annuities involve com- 
plicated problems not within the scope of this article. 


Amounts Not Received as Annuities 


Dividends and Interest. Dividends on life insurance, endowment, and 
annuity contracts received prior to the annuity starting date are treated as 
a return of consideration paid for the contract and are not taxable until 
they exceed the taxpayer’s cost.32 They do serve, however, to reduce the 
annuitant’s investment in the contract for purposes of the exclusion ratio.** 

Dividends received after the annuity starting date are fully taxable.* 
The basis for this rule is that dividends are not included as part of the ex- 
pected return under the contract for purposes of the exclusion ratio.*® 

Interest paid on any sums held by the insurance company under an 
agreement to pay interest remains fully taxable under section 72(j) of the 
new Code. 

Proceeds Received on Surrender, Redemption, or Maturity. Lump sum 
payments received on surrender, redemption, or maturity of an annuity, 
endowment, or life insurance contract are taxable to the extent that they 
exceed the aggregate premiums or other consideration paid for the con- 
tract.36 The 1954 Code adds a special limitation on the tax attributable to 
such lump sum payments, by providing that such tax shall not exceed the 
aggregate of the taxes which would have been attributable to such sum had 
it been included in the gross income of the taxpayer ratably over the taxable 


28 Burks, How to Use Family Annuities in Estate Planning, J. K. Lasser, Estate 
Tax Tecunioues 759 (1955); Smith, Shifting Income Within the Family Group, 30 
Taxes 995 (1952). 

°° Burks, supra note 28. 

30 H.R. 8300, 83d Cong., 2d Sess. § 1241 (1954). The Senate Committee thought 
the House proposal was “praiseworthy” but needs further study. Senate Report, supra 
note 4, at 116. 

31 Rev. Rul. 55-388, 1955 Int. Rev. Buti. No. 25, at 14. 

82 Int. Rev. Cope or 1954, § 72(e) (1) (B). 

88 Td, § 72(c) (1) (B). 

34 Td. § 72(e) (1) (A). 

35 Senate Report, supra note 4, at 176. 

36 Int. Rev. Cope or 1954, §§ 72(e) (1) (B), 72(e) (2). 
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year in which received and the preceding two taxable years.37 This spread- 
ing of such proceeds over a three-year period will tend to reduce the high 
tax rate which would be applicable if the proceeds were taxed in a single 
year. It should be noted that the foregoing rules do not apply to life in- 
surance or endowment proceeds received by reason of the death of the 
insured. 

Option to Receive Annuity in Lieu of a Lump Sum—The Sixty-day 
Rule. Most annuity and endowment contracts permit the proceeds on 
maturity to be received in a lump sum or, at the option of the annuitant, 
as an annuity. Under the prior law, an annuitant electing after (rather than 
prior to) the maturity of the contract to receive an annuity was held to 
have constructively received the entire lump sum payment in the year of 
maturity and to have reinvested it in an annuity.®* This trap for the unwary 
is partially removed by section 72(h) of the 1954 Code which provides 
that there shall be no constructive receipt if the option to take an annuity 
is contained in the annuity contract and is exercised within sixty days after 
the day on which the lump sum first became payable. 


INCOME TAXATION OF LIFE INSURANCE PROCEEDS 
PAYABLE BY REASON OF THE DEATH 
OF THE INSURED 


Changes Made By 1954 Code 


Under the 1954 Code, as under the 1939 Code, life insurance proceeds 
payable by reason of the death of the insured are excluded from gross 
income for income tax purposes, except where the policy was transferred 
for value. Under the 1939 Code, however, the interest element in install- 
ment payments of such proceeds was also excluded. The 1954 Code taxes 
the interest element in such payments subject only to an annual exclusion 
of $1,000.00 for a surviving spouse of the insured. These provisions are 
found in section 101 of the 1954 Code which corresponds generally to 
section 22(b)(1) of the 1939 Code. The new provisions apply in cases 
where the insured died after August 16, 1954, the date upon which the 
1954 Code became effective. 


Lump Sum Payments 


Under section 101(a)(1) of the 1954 Code, lump sum payments of 
proceeds of life insurance payable on account of the death of the insured 
are exempt from income tax, whether paid on the death of the insured or 
at a later date. If any such sum is held by the insurer under a contract to 


5" Id. § 72(e) (3). 
LT. 3963, 1949-2 Cum. Butt. 36. 
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pay interest, such interest is taxable.2® The same result was reached under 
section 22(b)(1) of the 1939 Code.‘ 


Installment Payments 


Most life insurance contracts provide that at the election of the in- 
sured or, after his death, of the beneficiary, the proceeds may be held by 
the insurer and paid in installments in accordance with settlement options 
in the contract. The usual options include installment payments for a fixed 
period, for the life of the designated beneficiary, or for the life of the 
beneficiary but not less than a minimum period.*! The latter types of settle- 
ments, of course, involve actuarial computations. In computing the aggre- 
gate amount of such payments, the insurance companies include from the 
date of the insured’s death interest on the fund that from time to time re- 
mains undistributed. 

Section 101(d) of the 1954 Code provides that when an installment 
option has been exercised, the proceeds otherwise payable in a lump sum 
shall be prorated over the period with respect to which such payments are 
to be made and excluded from gross income. The balance of each such 
installment is the interest element and is subject to tax.4? The only excep- 
tion is that a surviving spouse of the insured is entitled to an additional 
exclusion from gross income of $1,000.00 per year.** +The Senate Committee 
felt that the prior exemption of interest accruing after the death of the 
insured had resulted in undesirable tax avoidance but desired to encourage 
a decedent’s widow to leave insurance proceeds with the company in order 
to prevent dissipation of the decedent’s savings.** 

Where the installments are payable for the life or lives of the bene- 


89 Int. Rev. Cope or 1954, § 101(c). 

40 Edith M. Kinnear, 20 B.T.A. 718 (1930); O.D. 612, 3 Cum. Butt. 120 (1920). 

41 A detailed discussion of settlement options is not within the scope of this article. 
See Hilgedag, What a Lawyer Should Know about Life Insurance Options, 93 Trusts 
& Estates 900 (1954). 

42Where the contract provides no option to take proceeds in a lump sum but 
merely for installment payments, the amount to be prorated is the value of the install- 
ments to the beneficiary on the date of death of the insured as discounted on the basis of 
the rate of interest and mortality tables used by the insurer. Int. Rev. Cope or 1954, § 
101 (d) (2) (B). See Senate Report, supra note 4, at 181, 182. 

48 Int. Rev. Cove or 1954, § 101(d) (1) (B). “Surviving spouse” means the spouse of 
the insured at the date of death including a spouse legally separated but not divorced. 
Id. § 101(d) (3). 

#4 Senate Report, supra note 4, at 15. The House Bill provided an annual exclusion 
of $500 for a spouse and $250 for a lineal descendant of the insured. See House Report, 
supra note 4, at 14. With respect to limiting the exclusion to the spouse the Senate Re- 
port, supra at 15, stated: “The widow is granted the exclusion to encourage her to take 
the life insurance proceeds in installments so as not to waste the principal. There appears 
to be little reason to grant an exclusion to children since even if the mother is dead their 
interest in the principal is protected by guardianship laws while they are young. More- 
over, when children reach majority there appears to be no reason to encourage them to 
leave the proceeds in any particular form.” 
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ficiary or beneficiaries, it is apparent that the period over which they are 
to be paid involves an actuarial computation. The new Code provides that 
these computations shall be made in accordance with such regulations as 
may be prescribed by the Secretary of the Treasury or his delegate.*® No 
such regulations have been issued as of this writing (August, 1955). It will 
be noted that the temporary rules promulgated by the Commissioner under 
section 72 4% are limited to annuities under section 72 and are not applicable 
under section 101. The Senate Report, however, describes, in a limited way, 
the manner in which the computations are to be made.*? 

A simple example of the operation of section 101(d) may be of assist- 
ance. Assume, for instance, that $100,000.00 would have been payable in 
a lump sum under a given policy, but that the beneficiary, having a life 
expectancy of ten years, elects instead a life annuity of $12,500.00 a year 
provided for in the contract. The “amount held by the insurer,” or $100,- 
000.00, is prorated over the ten-year period, with the result that $10,000.00 
is excluded from income annually and $2,500.00 is subject to tax. If the 
beneficiary is the surviving spouse of the insured, there is an additional 
annual exclusion of $1,000.00, so that the taxable amount of each install- 
ment is $1,500.00. 

Where modest amounts of insurance proceeds are payable in install- 
ments to a surviving spouse, it is apparent that the $1,000.00 annual exclusion 
will insulate the payments from income tax.*® Where substantial amounts 
are involved, however, and in all cases where a person other than the spouse 
is the beneficiary, an important additional tax burden has been imposed on 
insurance installment payments by the 1954 Code. 


Transfers for Value 


Under the 1939 Code, proceeds of a life insurance policy received upon 
the death of the insured by a transferee of the policy for value were subject 
to income tax to the extent that they exceeded the consideration paid for 
the transfer plus premiums and other amounts paid subsequent to the trans- 
fer.*® The proceeds were not so taxable if the transferee was the insured, 
or if the transferee’s cost basis with respect to such policy was determined 
by reference to its basis in the hands of the transferor.°° 

The House omitted this provision from its version of the new Code.* 


45 Int. Rev. Cope or 1954, § 101(d) (1). 

46 See note 7 supra. 

47 Senate Report, supra note 4, at 181, 182. 

48 Interest on $50,000 of proceeds at 2% per annum would be $1,000. The interest 
element on such proceeds paid to a spouse would be entirely excluded from gross in- 
come. 

49 Int. Rev. Code of 1939, § 22(b)(2)(A). Bourne Bean, P-H 1955 T.C. Mem. Dec. 
€ 55195; Alcy Sivyer Hacker, 36 B.T.A. 659 (1937). 

50 Ibid. 

51 H.R. 8300, 83d Cong., 2d Sess. § 101(a) (1954). 
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It was reinstated by the Senate 5? which expressed concern that the omission 

~might “result in abuse in encouraging speculation on the death of the in- 
sured.” 53 However, the Senate added a further exception exempting insur- 
ance proceeds in such situations where the transferee was a partner of the 
insured, a partnership in which the insured was a partner, or a corporation 
in which the insured was a shareholder or officer.** The purpose of this 
provision was to make it clear “that complete exemption is to be granted 
to life-insurance proceeds paid under contracts which have been transferred 
for certain legitimate business reasons rather than for speculation pur- 
poses.” 55 The change was intended at least in part to facilitate the use of 
insurance in funding business buy-and-sell agreements whereby partners 
or a corporation agree to buy out a partner or stockholder in the event of 
his death.5® Transfers between stockholders of the same corporation are 
not exempted, although buy-and-sell agreements between stockholders of 
closely-held corporations are common. It seems likely that transfers be- 
tween stockholders were omitted because of difficulties in setting up ade- 
quate limitations on such an exception. 

Transfers of life insurance for value are generally to be avoided be- 
cause of the resultant loss of exemption on the death of the insured. As- 
signments of policies should be carefully handled to avoid a ground for a 
contention that a consideration passed.57 The assignment itself should ex- 
pressly be stated to be for “love and affection” or otherwise negative the 
existence of a valuable consideration."* 


DEDUCTIBILITY OF INTEREST ON AMOUNTS BORROWED 
TO PURCHASE LIFE INSURANCE OR ANNUITY 
POLICIES 


The 1939 Code™ provided that interest on indebtedness incurred to 
purchase a single-premium life-insurance or endowment contract was not 
deductible from gross income. It further provided that if substantially all 
premiums on a policy were paid within four years from the date of the 


52 Int. Rev. Cope or 1954, § 101(a) (2). 

58 Senate Report, supra note 4, at 14. 

54 Int. Rev. Cope or 1954, § 101(a) (2) (B). 

55 Senate Report, supra note 4, at 14. 

56 See Lawthers, Business Buy-Out Agreements with Life Insurance Under the New 
Code. 9 J. AM. Soc’y C.L.U. 73 (1954). 

57 See Grace R. Maxson Hall, 12 T.C. 419 (1949), where proceeds were held taxable 
in aa because the widow-beneficiary paid off insurance company loans secured by the 
policy. 

58 See Haverty Realty & Investment Company, 3 T.C. 161 (1944), acq., 1944 Cum. 
BuLt. 13. 

59 Int. Rev. Code of 1939, § 24(a) (6). 
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contract, the contract would be considered a single-premium contract for 
this purpose. 

Section 264(a)(2) of the 1954 Code carries on this provision and ex- 
tends its application to indebtedness incurred in the purchase of single- 
premium annuity policies purchased after March 1, 1954. Both the House 
and Senate Reports state: °° 


“Existing law does not extend the denial of the interest deduction 
to indebtedness incurred to purchase single-premium annuity contracts. 
It has come to your committee’s attention that a few insurance com- 
panies have promoted a plan for selling annuity contracts based on the 
tax advantage derived from omission of annuities from the treatment 
accorded single-premium life-insurance or endowment contracts. The 
annuity is sold for a nominal cash payment with a loan to cover the 
balance of the single-premium cost of the annuity. Interest on the loan 
(which may be a nonrecourse loan) is then taken as a deduction an- 
nually by the purchaser with a resulting tax saving that reduces the real 
interest cost below the increment in value produced by the annuity.” 


The 1954 Code ® also extends the definition of single-premium con- 
tracts to include a situation where the purchaser borrows a sum approximat- 
ing a single-premium and instead of purchasing the policy outright deposits 
the borrowed funds with the insurance company for payment of future 
premiums as they accrue. The provision applies if such a deposit is made 


after March 1, 1954, “for payment of a substantial number of future pre- 
miums” on the policy. 

The purchase of insurance and annuity policies with borrowed funds 
has been a tax haven for high-bracket taxpayers. Interest accumulations on 
reserves with respect to such policies are tax exempt. Thus, if interest on 
loans to purchase policies is deductible, a high-bracket taxpayer can build 
up a cash value in excess of the amount of his loan plus interest after taxes. 
The new Code seems to have plugged this loophole as far as single-premium 
insurance and annuity policies are concerned. Nevertheless, new methods 
of utilizing this type of tax arbitrage, involving annual rather than single- 
premium policies, seem to be developing.®? 


6° House Report, supra note 4, at 31; Senate Report, supra note 4, at 38. 

61 Int. Rev. Cope or 1954, § 264(b) (2). 

62 Recent advertisements in The Wall Street Journal (e.g., June 21, 1955, p. 8, col. 
1-2) offer annuity policies with non-recourse loans by the insurance company to pay 
annual premiums. It was stated: “A highly profitable transaction can be effected through 
purchase of Annual Premium Retirement Income Annuities with borrowed money. It 
will show a profit up to 600% guaranteed, depending upon your taxable income.” The 
advertisement also implies that by a sale of the policy this “profit” can be realized as a 
capital gain. A recent article described a method of purchasing a $100,000 ordinary life 
policy, by borrowing $60,030 from an “investment company” to pay annual premiums 
of $3,003 over a twenty-year period. The lender retains the borrowed funds and pays 
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TRANSFERS FOR VALUE 


Certain effects of the transfer for value of life insurance ® and annuity 
contracts ®* have been noted above. Presumably, life insurance and annuity 
contracts are capital assets so that gain realized on the sale thereof should be 
a capital gain. Gain realized when an annuity policy is surrendered or 
matures and a lump sum is paid by the insurance company is ordinary in- 
come.® Can this gain be converted to a capital gain by a sale of the policy 
prior to maturity to a party other than the insurer? Competent counsel 
apparently believe that it can.*? It may be noted, however, that similar tax 
avoidance devices have been attacked by the Commissioner in recent years.®* 
Loss on the sale or exchange of a life insurance or annuity policy is gen- 
erally a non-deductible personal loss.® 

Section 1021 of the 1954 Code provides that the adjusted basis of an 
annuity policy transferred for value shall in no event be less than zero. This 
section would apply in a case where an annuitant sold his policy after hav- 
ing recovered his entire investment tax-free under section 72. 


TAX-FREE EXCHANGES 


Under the old law an exchange of one insurance, endowment, or an- 
nuity policy for another resulted in taxable gain to the extent that the 
value of the policy received exceeded that of the policy transferred. Sec- 
tion 1035 of the 1954 Code contains a new provision providing that no 
gain or loss shall be recognized on the exchange of: 


(1) a life insurance contract for an endowment or annuity contract; 

(2) an endowment contract for another endowment contract (under 
which payments begin no later than those under the contract ex- 
changed) or an annuity contract; or 

(3) an annuity contract for another annuity contract. 


The purpose of the section is to permit tax-free exchanges in the case 


the premiums as they accrue. The policy is pledged to secure the loan which is non- 
recourse. Phil Hanna, Everybody’s Business, Chicago Daily News, December 8, 1954, 
p. 21, col. 1-2. 

83 See “Transfers for Value,” supra p. 390. 

64 See note 5 supra. 

65 See Jules J. Reingold, B.T.A. Memo. Op. Docket 100878 (1941). 

66 A surrender of the policy is not a sale or exchange. Avery v. Commissioner, 111 
F.2d 19 (9th Cir. 1940). 

87 F.g., Convery, Income Tax Problems Relating to Life Insurance, N.Y.U. 13th 
Inst. ON Fev. Tax. 233, 244 (1955). The Wall Street Journal, Sept. 7, 1955, p. 1, col. 5, 
states that a Detroit firm offers to purchase endowments or annuities at a discount shortly 
before maturity stating that the seller’s gain will be taxed as a capital gain. 

88 See F. Rodney Paine, 23 T.C. 391 (1954). Cf. W. P. Hobby, 2 T.C. 980 (1943). 

6° In London Shoe Co. v. Commissioner, 80 F.2d 230 (2d Cir. 1935), even though 
insurance was acquired in a transaction for profit loss on sale was held merely cost of 
insurance and not deductible. 
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of individuals who have merely exchanged one policy for another better 
suited to their needs and who have not actually realized gain.” The section 
was carefully drafted to prevent its use to postpone the receipt of income. 
Thus, the exchange of an endowment policy on the point of maturing for 
a life insurance policy or another endowment with an extended maturity 
would not be covered. While the section was apparently intended to apply 
only to exchanges made by an insured with the insurance company, it 
would apply, as worded, without regard to the parties to the exchange, and 
even though the contracts exchanged were issued with respect to different 
annuitants or different insureds. 

In the case of a tax-free exchange, the basis of the policy received is 
the same as the one exchanged, less the value of any cash or other property 
also received as part of the exchange.7! 


ESTATE TAXATION OF ANNUITIES 


The 1939 Code contained no provisions relating specifically to estate 
taxation of survivor annuities or refunds payable on the death of an annui- 
tant. Whether such payments were to be included in a deceased annuitant’s 
gross estate depended upon the application of section 811(c) of the 1939 
Code, relating to property as to which the decedent had reserved the right 
to a life income or had made a transfer to take effect at death, or other 
applicable sections of the 1939 Code.7” 

Section 2039 of the 1954 Code contains entirely new provisions with 
respect to the estate taxation of certain annuity payments. This section pro- 
vides that a decedent’s gross estate shall include the value of an annuity or 
other payment (other than life insurance proceeds) receivable by any bene- 
ficiary by surviving the decedent if (a) an annuity or other payment was 
payable to the decedent under such contract, or (b) the decedent had a 
right to receive such an annuity or payment either alone or in conjunction 
with another for his life or for any period not ascertainable without refer- 
ence to his death or which does not in fact end before his death.7* The 


70 Senate Report, supra note 4, at 110. 

Int, Rev. Cope or 1954, § 1031(d). 

72 See Comm’r v. Wilder’s Estate, 118 F.2d 281 (5th Cir. 1941), cert. denied, 314 
U.S. 634, 62 Sup. Ct. 67 (1941); Comm’r v. Clise, 122 F.2d 998 (9th Cir. 1941), cert. 
denied, 315 U.S. 821, 62 Sup. Ct. 914 (1941); Estate of Mary L. Pruyn, 12 T.C. 754 
(1949), rev’d, 184 F.2d 971 (2d Cir. 1950); Estate of Theodore F. MacManus, 8 T.C. 330 
(1947), aff'd, 172 F.2d 697 (6th Cir. 1949), cert. denied, 337 US. 938, 69 Sup. Ct. 1513 
(1949); Raskin & JOHNSON, FEDERAL INcoMe, Girt AND Estate Taxation, §§ 63.02(3), 
63.03(3) (1954). 

78 Examples of annuities to which the section applies are given in the Senate Re- 
port, supra note 4, at 470. Contracts entered into on or prior to March 3, 1931, are ex- 
pressly excepted from the operation of this section. See the circuit court of appeals 
decision in the Pruyn case, supra note 72. Cf. Int. Rev. Cope or 1954, § 2036(b), also 
exempting such transfers in the case of transfers with retained life estate. 
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estates of decedents dying after August 16, 1954, are covered, except that 
~ section 2039(c), relating to employees’ annuities, applies to decedents dying 
after December 31, 1953. 

The foregoing rule applies only to that portion of the value of the an- 
nuity or other payment which is proportionate to that part of the cost of 
the annuity contract contributed by the decedent.** Any contribution to 
such cost by the decedent’s employer is considered to have been made by 
the decedent,”® unless it was made pursuant to a pension, stock bonus, or 
profit sharing plan qualifying for income tax exemption under 1954 Code 
section 401 (a).76 

Annuities and other payments received by a beneficiary on a decedent’s 
death after December 31, 1953, under an employee’s trust or retirement 
annuity contract, which formed a part of or were purchased pursuant to a 
pension, stock bonus, or profit sharing plan meeting the requirements of 
section 401(a), are exempted from tax to the extent that they are attributable 
to contributions made by the employer.”? Such annuities and payments 
remain taxable, however, in the proportion that the part of the consideration 
paid by the deceased employee bears to the total consideration paid for 
the contract.’8 This provision should put an end to much of the confusion 
which existed with respect to such payments under the prior law.”® 

The new section does not provide a method for valuing survivor an- 
nuity payments included in a decedent’s gross estate. Presumably, this will 
be covered by the regulations under the new Code when they are issued. 
Under the old law such value, in the case of a contract issued by an insur- 
ance company, was the cost of a contract providing the remaining payments 
at date of death. 

With the exception of the new exemption for employees’ annuities 
in section 2039(c) of the 1954 Code, section 2039 appears to be substantially 
a codification of the prior law. Section 2039 is not exclusive of other sec- 
tions of the 1954 Code in determining whether annuity payments are sub- 
ject to estate tax.8! For instance, in the case of a contract providing for a 
refund of unreturned cost to the decedent’s estate at the time of his death, 
the refund would be taxable under section 2033 of the 1954 Code as prop- 
erty in which the decedent had an interest. Even though section 2039 does 
not apply, annuity proceeds might be taxed as a revocable transfer under 


74 Int. Rev. Cope or 1954, § 2039(b). 

75 [bid. 

76 Id. § 2039(c). 

77 [bid. 

78 Tbid. 

79 For a discussion of the prior law on employees’ annuities and certain problems 
left open by § 2039(c), see Garner, supra note 2, at 284-290. 

80 Mearkle’s Estate v. Comm’r, 129 F.2d 386 (3d Cir. 1942); Estate of Mary L. 
Pruyn, 12 T.C. 754 (1949), rev'd, 184 F.2d 971 (2d Cir. 1950). 

81 Senate Report, supra note 4, at 472. 
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section 2038, if the decedent retained power to designate beneficiaries; under 
section. 2035, if he transferred the contract or surrendered powers with 
respect thereto in contemplation of death; or under section 2037, if he trans- 
ferred the contract subject to a retained reversionary interest. 

As pointed out previously in this article, a joint and survivor annuity 
under the 1954 Code no longer takes on a stepped-up basis for income tax 
purposes in the hands of the survivor annuitant equal to its estate tax value 
in the estate of the deceased annuitant. The exclusion ratio determined under 
section 72 of the 1954 Code continues to apply.*? The estate tax paid is 
allowed as a deduction against future installments under sections 691(c) and 
(d) of the 1954 Code.% 


ESTATE TAXATION OF LIFE INSURANCE PROCEEDS 


Changes Made by 1954 Code 


Under the 1939 Code, life insurance proceeds payable to a beneficiary 
other than the executor of the insured were subject to estate tax if the 
insured had any incidents of ownership in the policy.§* Also, even if the 
insured had no incidents of ownership, the proceeds were taxable in the 
proportion that the premiums paid by the insured bore to the total premiums 
paid for the policy.® 

The incidents-of-ownership and premium-payment tests were written 
into the 1939 Code by the Revenue Act of 1942 ® after a long and confused 
history during which one test or the other, or combinations of both, held 
uncertain ascendancy in applicable Treasury Regulations and subject to 
the changing climate of judicial decisions.** 

The most important change made by the 1954 Code in the taxation of 
life insurance and annuities is the elimination of the premium-payment test 
for determining whether life insurance proceeds are includible in the gross 
estate of the insured for federal estate tax purposes. The incidents-of- 
ownership test is retained and amended to include certain reversionary 
interests as incidents of ownership. Proceeds payable to the executor or 


82 See “Joint and Survivor Annuities,” supra p. 383. 

83 See note 82 supra. 

% Int. Rev. Code of 1939, § 811(g) (2) (B). 

85 Jd. § 811(g)(2)(A). Under Int. Rev. Code of 1939, § 404(c), added by 56 Srat. 
945 (1942), premiums paid on or before January 10, 1941, were excluded if at no time 
after such date the decedent had an incident of ownership, including for this purpose a 
reversionary interest, in the policy. Section 503(a) of the Int. Rev. Code of 1939, added 
by 64 Strat. 962 (1950), provided that a reversionary interest was to be considered an 
incident of ownership for this purpose only if it had a value of at least 5 per cent of the 
value of the policy. 

86 Int. Rev. Code of 1939, § 404(a), added by 56 Stat. 944 (1942). 

87 See Pau, FepeRAL Estate AND Girt TAXATION § 10.13 (1942); Yohlin, Life In- 
surance Planning Under the New Revenue Code, 33 Taxes 450 (1955). 





Fat] LIFE INSURANCE AND ANNUITIES 397 


estate of the insured continue to be taxable. The 1954 Code provisions 
“relating to estate taxes on insurance proceeds are found in section 2042 
and are applicable with respect to decedents dying after August 16, 1954.%* 


Premium-Payment Test 


The elimination of the premium-payment test in the 1954 Code cli- 
maxed nearly twelve years of dissatisfaction with its operation under the 
1939 Code. Its inequity was particularly apparent in situations where the 
insured, having paid premiums for some years on a policy, found it no 
longer required for its original purpose and wished to transfer it to another. 
Even though he divested himself of all ownership in the policy, the pro- 
ceeds remained taxable to his estate to the extent that he had paid the 
premiums. Indeed, taxability could result in situations where the insured 
had never had any ownership in or control over the policy. In its report 
the Senate Committee stated: *° 


“No other property is subject to estate tax where the decedent ini- 
tially purchased it and then long before his death gave away all rights 
to the property and to discriminate against life insurance in this re- 
gard is not justified.” 


The Treasury Department has already expressed regret over the demise 
of the premium-payment test.® It is thus too early to say whether it has 
been permanently interred or whether it may rise again, perhaps in a modi- 


fied form, to trouble the estate planner. 


Incidents of Ownership 


Under section 2042 of the 1954 Code, as under the prior law, reten- 
tion by the insured of any incidents of ownership in the policy will cause 
the proceeds to be included in the gross estate of the insured for estate 
tax purposes. Incidents of ownership include the right to change the 
beneficiary, to surrender the policy for its cash value, to borrow against 
the policy reserve, or to pledge the policy as collateral. 

Proceeds of insurance are subject to tax under this rule even if the 
insured could exercise incidents of ownership only with the consent of the 
beneficiary or some other person.®? An irrevocable beneficiary appoint- 
ment by the insured, for instance, would not avoid estate tax in his estate, 


88 Int. Rev. Cope or 1954, § 7851(a) (2) (A). 

89 Senate Report, supra note 4, at 124. 

% See The Wall Street Journal, Nov. 17, 1954, p. 1, col. 5, June 29, 1955, p. 1, col. 5; 
Mannheimer, Wheeler and Friedman, Gifts of Life Insurance by the Insured, N.Y.U. 
13th Inst. on Fep. Tax. 247 (1955) (reprinted in 33 Taxes 299 (1955)). 

%1 US. Treas. Reg. 105, §§ 81.27(a), (c) (1954). 

®2 See Goldstein’s Estate v. United States, 122 F. Supp. 677 (Ct. Cl. 1954). 
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since the insured would still have the right to exercise incidents of owner- 
ship with the consent of the beneficiary. 


Reversionary Interests 


Under the 1939 Code, a reversionary interest was not an incident of 
ownership for purposes of the incidents of ownership test,®* but it could 
result in taxability under section 811(c) of the 1939 Code. 

Section 2042 of the 1954 Code contains a new provision to the effect 
that the term “incident of ownership” includes a reversionary interest in the 
policy possessed by the insured at the time of his death, if the value of such 
interest “exceeded five per cent of the value of the policy immediately 
before the death of the decedent.” Reversionary interests are covered 
whether they arise by the terms of the policy or another instrument or by 
operation of law. They are broadly defined to include any possibility that 
the policy or the proceeds thereof may return to the decedent or his estate 
or may be subject to a power of disposition by him. For purposes of the 
five per cent rule, the value of a reversionary interest is to be determined 
(without regard to the fact of the decedent’s death) by usual methods of 
valuation including actuarial tables and regulations to be prescribed by the 
Secretary of the Treasury or his delegate. 

The provisions of section 2042 of the 1954 Code with respect to rever- 
sionary interests are similar to those of section 2037, relating generally to 
transfers of property taking effect at death, and were intended to place 
life insurance in an analogous position to other property in this respect.*® 

A number of questions have arisen with respect to the interpretation of 
section 2042. A reversionary interest by operation of law will clearly arise 
if the insured transfers a policy which will return to him if he survives 
the transferee, although the reversion is not expressed in the instrument. 
Suppose, however, that a complete and absolute transfer is made by the 
insured to his wife. Is the possibility that the insured may regain the 
policy under the law of intestate succession, or even under the wife’s will, 
a reversionary interest? The answer would seem to be “no,” because the 
transfer of the policy back to the insured would result not from a right 
inherent in the transfer from the insured and, therefore, is not a reversion 
in the true sense.% 

Suppose that a policy is transferred subject to a reversionary interest 
in the insured, but the transferee has the right to defeat the reversion by 
assigning the policy or surrendering it for its cash value. Taxability in such a 


%3 Int. Rev. Code of 1939, § 811(g) (2). 

94 See Waldo, Life Insurance and Estate Planning, 1949 U. Itt. L. Forum 95, 100. 

% Senate Report, supra note 4, at 124. 

%6 See Mannheimer, Wheeler and Friedman, supra note 90, at 250; Yohlin, supra 
note 87, at 453; Dicus, Some Implications of the 1954 Code for Estate Planning, 32 
Taxes 938 (1954). 
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case where property other than insurance is involved is negatived in section 
-2037(b), but there is no corresponding exclusion in section 2042. There 
should be no tax in this situation, if the announced intent of placing insur- 
ance on a parity with other property is to be realized.*? The answer prob- 
ably is that there is no tax because a reversionary interest which can be 
defeated in this way has no value and, accordingly, is excluded under the 
five per cent rule. 

Suppose that the insured has contingent rights in a policy which had 
been taken out by another and which he had never owned. If he paid 
premiums on the policy, will a proportionate part of the proceeds be tax- 
able in his estate on the theory that, to the extent of the premiums paid, he 
had, in effect, made a transfer with a retained interest? Similarly, if a 
policy is transferred subject to a retained reversion, will some part of the 
proceeds be excluded from the insured’s estate on account of premiums 
paid by the transferee after the transfer? °° 

It is not entirely clear whether “value of the policy” immediately prior 
to death for purposes of the five per cent rule means replacement cost, 
cash value, or some other value. It would seem to be unimportant, however, 
which value is used, because the real question will be whether or not the 
insured had a five per cent chance of reacquiring the policy regardless of 
its value.®® 

The new Treasury Regulations when issued will, no doubt, cast light 
on some of these problems. Others will probably have to await court de- 
cisions to be definitively answered. 

The moral of the foregoing obviously is that all transfers of policies 
should be handled with the greatest care to avoid reversionary interests in 
the insured. All policies owned by persons other than the insured should 
be re-examined with a view to eliminating the possibility that they might 
become the property of the insured or become payable to his estate. 


Gifts in Contemplation of Death 


Elimination of the premium-payment test has made it possible for 
persons who own and have paid premiums on insurance on their lives to 
avoid estate tax on the proceeds by transferring the policy. It is important 
to have in mind, however, that if a gift of a policy is made by the insured 
within three years of his death, the transfer will be deemed, unless the 


97 Ibid. 

°8 Where taxability resulted under § 811(c) of the 1939 Code apportionment on 
the basis of premium payments applied. See Liebmann v. Hassett, 148 F.2d 247 (1st Cir. 
1945). It is by no means clear that the same result would be reached under § 2042 of 
the 1954 Code. If the insured has an incident of ownership, the entire proceeds are 
taxable without regard to the payment of premiums. However, it may be contended 
that there is a reversionary interest to the extent, but only to the extent, that the 
insured paid the premiums. 
%? See Mannheimer, Wheeler and Friedman, supra note 90; Yohlin, supra note 87. 
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contrary is shown, to have been made in contemplation of death and the 
proceeds will be subjected to estate tax.1 Gifts of life insurance are par- 
ticularly vulnerable to attacks on this ground because of their inherently 
testamentary character’! A proportionate amount of the proceeds will 
escape tax if premiums are paid by the donee after the transfer is made.!© 

Premiums paid on a policy owned by another are also subject to at- 
tack as being transfers in contemplation of death, if paid within three years 
of death. In a case where the transfer of a policy by the insured is not in 
contemplation of death, but premiums thereafter paid by him are, an inter- 
esting, and as yet unanswered, problem arises. Is the amount to be included 
in the gross estate of the insured the sum of the premiums paid in con- 
templation of death, or (as is probably the case) are the proceeds taxable 
in the ratio that the premiums paid in contemplation of death bear to the 
total premiums paid? In most cases this problem will be avoided if the 
insured does not pay the premium to the insurance company, but gives 
the owner a sum equal to the premium and the owner then makes the 
payment. This would make it clear that the amount of the cash gift in 
contemplation of death and not a portion of the proceeds would be taxable. 


Marital Deduction 


Under the 1954 Code,!® as under prior law, life insurance, en- 
dowment, and annuity proceeds payable to a surviving spouse of a de- 
cedent may qualify for the estate tax marital deduction, whether payable 
in a lump sum or held by the insurer under interest or installment options. 
Proceeds held by the insurer will qualify if all payments during the life 
of the surviving spouse are payable to such spouse, and if any balance is 
payable to the estate of the surviving spouse on his or her death. If con- 
tingent beneficiaries are named to take on the death of the surviving spouse, 
the proceeds will qualify if the spouse has a general power of appointment 
exercisable during life or by will.1°% A number of other technical require- 
ments are contained in the statute and should be carefully observed.'% 
Where the proceeds are payable in trust, qualification is determined with 
reference to the provisions dealing generally with trusts and life estates.197 

The only change made by the 1954 Code in these provisions now per- 


100 INT, Rev. Cope or 1954, § 2035; Int. Rev. Code of 1939, § 811(c) (1) (A). 

101 See Vanderlip v. Comm’r, 155 F.2d 152 (2d Cir. 1946), cert. denied, 329 US. 
728, 67 Sup. Ct. 83 (1946); Waldo, supra note 94, at 99; Yohlin, supra note 87, at 455. 

102 T iebmann v. Hassett, supra note 98. 

108 INT, Rev. Cope or 1954, § 2056. 

104 Int. Rev. Code of 1939, § 812(e). 

105 Int. Rev. Cope or 1954, § 2056(b) (6); Int. Rev. Code of 1939, § 812(e) (1) (G). 

106 See Fleming, Present Status of the Marital Deduction, 33 Taxes 167 (1955); 
Waldo, supra note 94, at 102. 

107 INT. Rev. Cope oF 1954, § 2056(b) (5); Int. Rev. Code of 1939, § 812(e) (1) (F). 
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mits a specific portion of the proceeds held by the insurer to qualify even 
though the balance of the proceeds do not qualify.1 


GIFTS OF LIFE INSURANCE BY THE INSURED 
The Gift Tax 


Gifts of life insurance, endowment, and annuity policies are subject to 
the federal gift tax, as are payments of premiums on such policies owned by 
persons other than the donor. The gift tax sections of the new Code 1 
contain no changes relating specifically to gifts in this field. Nevertheless, 
the impetus to gifts of life insurance which has resulted from elimination of 
the estate tax premium-payment test lends a new importance to the gift 
tax as applied to transfers of life insurance. 

The $30,000.00 general gift tax exemption was carried over into the 
new Code, as was the annual $3,000.00 exclusion per donee. The gift tax 
marital deduction and the provisions for splitting gifts by a husband or 
wife to a third party were also continued. The value of a life insurance 
policy for gift tax purposes is the replacement value of the policy, if it is 
determinable; otherwise, it is equal to the interpolated terminal reserve held 
by the insurer with respect to the policy.1!° 


The Future Interest Problem and Gifts to Minors 


A gift does not qualify for the $3,000.00 annual gift tax exclusion to 
the extent that it is a gift of a “future interest” in property." Outright gifts 
of life insurance policies qualify as present interests,!!? unless the terms of 
the transfer are such that the right of the transferee to exercise incidents of 
ownership is suspended or contingent. In this latter case the gift of the 
policy itself and the subsequent premiums thereon are gifts of future inter- 
ests and do not qualify for the exclusion.1!? It has been held that an un- 
conditional gift of a policy is a future interest if it has no cash surrender 
or loan value at the time of transfer.4* Gifts of insurance in trust are gen- 
erally. future interests because the beneficiary has no present right to 
exercise incidents of ownership.115 


108 To the contrary under prior law, see Rev. Rul. 54-566, 1954 Int. Rev. Buty. No. 
49, at 9. 

109 Int. Rev. Cope or 1954, §§ 2501-2504. The new sections apply to gifts made in 
1955 and subsequent years. Jd. § 7851(a) (2) (B). 

1101).S. Treas. Reg. 108, § 86.19 (1952). 

111 INT, Rev. Cope or 1954, § 2503(b). 

112 See Rev. Rul. 55-394, 1955 Int. Rev. Buty. No. 25, at 20. 

113 F.g., Joe J. Perkins, 1 T.C. 982 (1943). 

114 Nashville Trust Company, P-H 1943 T.C. Mem. Dec. 4 43484. In Rev. Rul. 
55-394, supra note 112, the ruling is that the gift involves a present interest if the policy 
grants the usual rights of ownership which are exercisable by the grantee without re- 
striction, even though there is no immediate cash value. 


115 F.g., Frances P. Bolton, 1 T.C. 717 (1943). 
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Since life insurance proceeds payable to a surviving spouse may ob- 
tain partial estate tax exemption by use of the marital deduction, the more 
effective way to save estate taxes is usually to give policies to some person 
other than a spouse, such as a child. In this connection, it is important that 
the 1954 Code has removed any doubt !!* as to whether outright gifts of 
property to minors were present interests. Section 2503(c) of the 1954 
Code provides that gifts to a person under twenty-one years of age shall 
not be a gift of a future interest if the property and the income therefrom 
may be expended for the benefit of the donee before he attains the age of 
twenty-one, and, to the extent not so expended, will pass to the donee on 
his attaining that age, or, if he dies prior thereto, to his estate or as he may 
appoint by a general power of appointment. This section seems to be broad 
enough to apply to life insurance whether given outright to a minor or to a 
trust complying with the stated conditions.'!7 


Outright Gifts 


In many instances an insured will find it advantageous to make out- 
right gifts of insurance policies to members of his family. Under section 
2042 of the 1954 Code this will now be effective to avoid estate taxes on 
the proceeds even though he paid all premiums prior to the date of transfer 
and continues to pay premiums thereafter. Of course, the reversionary 
interest, contemplation of death, and gift tax problems must be kept in 


mind. It should also be noted that if the donee predeceases the insured, the 
value of the policy will be subject to estate tax in the donee’s estate.1!8 

If the insurance proceeds are intended to provide for specific needs 
such as payment of debts and taxes of the insured’s estate or to provide a 
family income, the wisdom of placing the policy at the unqualified disposal 
of the donee should be considered lest the purpose for which the policy is 
held be defeated. This would be particularly true in the case of gifts to 
minors. Even in the case of a section 2053(c) trust, the minor must be 
given control at age twenty-one. The donee should make adequate provi- 
sion by will for a proper disposition of the policy in the event of his death. 
If the donee revocably designates a beneficiary other than himself, there 


116 See Fleming, Gifts for the Benefit of Minors, 49 Micu. L. Rev. 529 (1951); Davis, 
Income Tax Planning Through Outright Gifts to Minors, 1953 U. Itt. L. Forum 585. 

17 See generally Caplin, How to Treat Gifts to Minors, N.Y.U. 13th Inst. on Fen. 
Tax. 193, 205-221. If the trust is funded and the trustee is directed to pay premiums with 
income from non-insurance assets of the trust, there is doubt as to whether § 2503(c) 
applies. See Lauritzen, Drafting Problems in the Light of the New Provisions Dealing 
with Accumulations of Trust Income and Gifts to Minors, 36 Cut. Bar. Rec. 219 (1955). 
The income which could be used to pay premiums would be taxed to the grantor. 
Int. Rev. Cope or 1954, § 677(a) (3). 

118 The policy will be treated as property in which the decedent had an interest. 
Int. Rev. Cope oF 1954, § 2033. 
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will be a taxable gift by the donee of the full proceeds upon the death of the 
insured prior to that of the donee.!!® 

In formulating a program of life-time giving it should always be con- 
sidered whether, in view of the objectives to be achieved, it would not be 
preferable to make a gift of some type of property other than insurance.!?° 
For instance, if the insured is in a high income tax bracket, or if a purpose of 
the gift is to provide present income for the donee, a gift of income-pro- 
ducing property might be advisable. 

If new insurance is to be acquired and owned by a person other than 
the insured, it would be preferable to have the intended owner rather than 
the insured apply for the policy regardless of whether he or the insured 
will pay the premiums. Care should be taken in all situations that possible 
tax advantages in insurance arrangements are not given undue emphasis at 
the expense of over-all estate planning objectives. 

Insurance Trusts 

The revocable insurance trust continues to be a useful medium in the 
disposition of life insurance proceeds. While a trust involves some admin- 
istrative expense not present where the proceeds are left with the insurance 
company, the greater flexibility in handling the proceeds possible in the case 
of a trust often is a controlling factor in its favor. Discretionary powers 
to distribute corpus for needs of beneficiaries, income spray clauses, and 
powers to purchase assets from the estate so as to create a cash fund for 
payment of debts and taxes may be provided for under a trust arrangement 
and are not available in insurance company settlement options. Where minor 
beneficiaries are involved, the necessity for guardianship may be avoided. 
The elimination of the income tax exemption for the interest element in 
life insurance installment payments, except for the $1,000.00 annual exclu- 
sion for a surviving spouse, has seriously limited one advantage of leaving 
proceeds with the insurer which was present under prior law. Under a 
recent amendment to the Illinois statutes, it is now clear that a will may 
provide for a “pour-over” of the probate estate into such a trust without 
danger of violating the Wills Act.!2! This makes available a convenient 
device for coordinating the insurance and general estate after the comple- 
tion of probate administration. While transfer of insurance policies to a 
revocable trust is not a taxable gift, by the same token no income or estate 
tax advantages result to the transferor. 


119 Adele F. Goodman, 4 T.C. 191 (1944), aff'd, 156 F.2d 218 (2d Cir. 1946). An 
irrevocable beneficiary appointment in such case would constitute an immediate gift. 

120 See Mannheimer, Wheeler and Friedman, supra note 90, at 253. 

121 House Bill 100, 69th Gen. Assembly 1955, adds § 43(a) to the Illinois Probate 
Act. It may also be noted that funded insurance trusts no longer violate the Illinois 
accumulations statute unless the rule against perpetuities is violated. Itt. Rev. Stat. c. 
30, § 153 (1953). Ill. Laws 68th Gen. Assembly 1953, at 112. 
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An irrevocable insurance trust involves a permanent dedication of the 
insurance estate to a fixed plan of disposition. Unlike a revocable trust, it 
cannot be amended to meet changed conditions. Thus, the main reason for 
using an irrevocable insurance trust is to save taxes. The usefulness of an 
irrevocable insurance trust as a tax avoidance device was substantially nulli- 
fied by the law prior to the 1954 Code. In the first place, transfers to the 
trust were usually taxable gifts of future interests, so that the annual ex- 
clusion was not available. In the second place, if the grantor funded the 
trust, any trust income usable at the discretion of the grantor (or any 
person not having an adverse interest) to pay premiums was taxed to the 
grantor for income tax purposes.!2? Lastly, to the extent that premiums 
were paid by the grantor or with income from property transferred by 
him to the trust, the proceeds were subject to federal estate tax in his estate 
under the premium-payment test.178 

While the gift and income tax problems of irrevocable insurance trusts 
are unchanged under the new Code,!*4 it will now be possible, in absence of 
the premium-payment test, to avoid estate taxes by a transfer of insurance 
to such a trust. The irrevocable insurance trust has thus regained some of its 
usefulness and is likely to have an increased popularity.!*5 Because such 
trusts are irrevocable, they should be entered into only after a most careful 
consideration of the needs of the grantor and the beneficiaries. No incidents 
of ownership in the policies should remain in the grantor. In the light of 


this problem it would be inadvisable to make the grantor a trustee. The 
contemplation-of-death problem should be kept in mind, and reversionary 
interests should be avoided. 


CONCLUSION 


In summing up, it may be said that the 1954 Code provides a more 
reasonable and coherent method for the taxation of annuities. The passing 
of the premium-payment test will place life insurance on a more equal 
basis with other types of property for estate tax purposes, and has opened 
up some interesting new estate-planning vistas. While some problems have 


122 Int. Rev. Code of 1939, § 167(a) (3). The corresponding 1954 Code provision 
is in § 677(a) (3). 

123 Fstate of Miran Karagheusian, 23 T.C. 806 (1955). The trust assets producing 
the income to pay premiums would not, for that reason alone, be subject to estate tax. 
First National Bank of Birmingham, 36 B.T.A. 651 (1937), acq., 1937-2 Cum. Butt. 24. 

124 One exception to this statement is contained in the 1954 Code, § 2053(c), re- 
lating to trusts for minors. See discussion, supra p. 402. 

125 See Yohlin, supra note 87, at 460-461, 468; Mannheimer, Wheeler and Friedman, 
supra note 90, at 260-264. In order to avoid income tax to the grantor of a funded in- 
surance trust under the 1954 Code, § 677(a) (3), the latter article suggests use of a 
two-donor trust where the insured donates the insurance and his wife donates the in- 
come producing property. As to this property the insured is not the grantor and the 
section should not apply. 
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been eliminated by the 1954 Code, a number of new ones have been created. 
~On the whole, the changes in the new Code with respect to the taxation of 
life insurance and annuities definitely leave a balance on the credit side of 
the ledger. The tax problems in this field continue to be complex and tech- 
nical, and in the future, as in the past, will present a real challenge to the 
skill of the ablest professional advisors. 








THE INCOME TAXATION OF 
TRUSTS AND ESTATES 


BY WILLIAM K. STEVENS* 


THE REVISED LAW affecting the income taxation of trusts and estates ! 
is designed to resolve a number of perplexing problems which had developed 
under prior law.? Some of these problems are described in the following 
paragraphs. 

(1) Was a trust to be treated as a conduit through which income flows 
to the beneficiaries with its income tax characteristics unchanged or as a 
taxable entity which produces income? If a trust receives a tax-exempt 
distribution allocable to the income beneficiary under trust law, should 
passage of the distribution through the trust change its tax status so that it 
becomes taxable income in the hands of the beneficiary? 

(2) Should the deductibility of an expense item depend upon whether 
the item is chargeable to trust income and, in effect, reduces the amount of 
trust income available to the current income beneficiary, or should the bene- 
ficiary receive the benefit of such an item as a deduction even though it is 
charged to trust corpus and does not reduce the amount of trust income 
available to him? Under prior law the current income beneficiary did not 
normally receive the benefit of an item charged to corpus even in the year 
of termination. 

(3) Should all trusts be treated alike or should there be relatively 
simple rules applicable to ordinary trusts and more complex rules applicable 
to trusts which accumulate income, distribute corpus, or make distributions 
to charity? 

(4) If a distribution is made to charity, is the charitable deduction 
limited to so much of the amount distributed to charity as has gone into 
the gross income of the trust? If all the income of a trust is paid to charity 
and corpus payments are made to beneficiaries A and B, may a charitable 


* WILLIAM K. STEVENS. A.B. 1938, University of California; M.A. 
1940, University of Chicago; LL.B. 1948, Harvard University; Vice- 
Chairman, Section of Federal Taxation, Illinois State Bar Association; 
Assistant Trust Officer, The First National Bank of Chicago. 


1Int. Rev. Cope or 1954, §§ 641-683. All references are to the 1954 Code unless 
otherwise indicated. 

2See Holland, Kennedy, Surrey and Warren, A Proposed Revision of the Federal 
Income Tax Treatment of Trusts and Estates—American Law Institute Draft, 53 
Cotum. L. Rev. 316 (1953); S. Rep. No. 1622, 83d Cong., 2d Sess. 82 (1954): “. .. the 
. . . bill contains a number of substantive changes in the tax treatment of estates and 
trusts which are intended to eliminate uncertainties, plug loopholes, and cure inequities 
which exist under present law.” 
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deduction be taken which exhausts the current income, and do A and B re- 
ceive payments tax-free? 

(5) In a situation where different beneficiaries receive different types 
of payments, é¢.g., a portion of the ordinary income to beneficiary A, an 
annuity to beneficiary B, and corpus distributions to beneficiary C, should 
there be a system of priorities in computing the income allocable to each? 

(6) How should income accumulated in one year and distributed in a 
subsequent year be treated? Were the pre-sixty-five and post-sixty-five 
day rules adequate? 

(7) What criteria should be used for determining when a grantor has 
retained such dominion and control over a trust that his being taxed on the 
trust income is warranted? Should appropriate criteria be established by 
legislation or by judicial decisions and Treasury regulations? 

(8) Should a person other than the grantor who has the power to obtain 
trust income or corpus be taxed with the trust income? 

In presenting solutions to these and other perplexing problems which 
had developed, sub-chapter J of chapter I of the 1954 Code adopts and re- 
states certain well established principles of trust taxation, incorporates some 
brand new principles, and relates them together in a tightly woven and 
highly complex pattern. 

The new Code continues to exclude gifts and inheritances from gross 
income and treats a trust as a taxpaying entity which is allowed a deduction 
for current distributions made to the beneficiaries. A new concept of “dis- 
tributable net income” is developed which limits the deduction for distribu- 
tions to beneficiaries and the amounts includible by them. The “conduit 
principle” is given a statutory basis so that items of income includible by 
beneficiaries retain their income tax characteristics in the hands of the 
beneficiaries. 

New provisions regarding the charitable deduction are incorporated 
limiting the deduction to so much of the amounts distributed to charity as 
have gone into gross income for the trust. A two-tier system of priorities 
is set forth which requires allocation of net income to beneficiaries receiving 
net income before beneficiaries receiving corpus are taxed. Accumulated in- 
come distributed in a subsequent year is covered by a five-year throw-back 
provision. The Code taxes grantors, as substantial owners, on the income of 
trusts on the basis of certain retained powers or on the basis of a retained 
right to have income or corpus returned to them. Under certain conditions, 
persons other than grantors may also be treated as substantial owners. 


EXCLUSION OF GIFTS AND INHERITANCES FROM 
GROSS INCOME 


It has long been a basic principle of the internal revenue law that the 
value of property acquired by gift, bequest, devise, or inheritance should 
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be excluded from gross income.’ Section 22(b)(3) of the 1939 Code which 
specifically set forth this policy by excluding such property from gross 
income has been restated in section 102 of the 1954 Code. It is now expressly 
provided, however, that the exclusion does not apply where the gift, bequest, 
devise, or inheritance is of income from property, to the amount of such 
income. 

A person receiving a gift or a bequest is not considered a person in re- 
ceipt of income, but a beneficiary currently receiving the income from such 
gift or bequest is treated as one in receipt of taxable income. In 1925, the 
United States Supreme Court held in Irwin v. Gavit * that the policy of ex-~ 
cluding gifts from gross income did not extend to a gift of annual income 
from property. The receipt of trust income by a beneficiary was determined 
by the Court to be a taxable event even though the income was, in effect, 
the current manifestation of the gift that had been made to the beneficiary 
when the property was placed in trust. Any amount included in the gross 
income of a beneficiary under subchapter J is to be treated as a gift, bequest, 
devise, or inheritance of income from property.® 


TREATMENT OF AN ESTATE OR TRUST AS A 
TAXABLE ENTITY 


The principle that gifts, bequests, devises, and inheritances are to be 
excluded from gross income is tied in with a second principle carried over 
from the 1939 Code, and that is that a trust or estate is a taxable entity.® 
Under the 1954 Code, the net income of a trust or of an estate is computed 
in the same general manner as that of an individual.? There are important 
differences, however. An estate is allowed a deduction of $600.00,° the 
equivalent of the personal exemption of an individual. A trust, on the other 
hand, is to be allowed a deduction of $300.00, if, under the terms of its 
governing instrument, all of its income is required to be distributed cur- 
rently. All other trusts are allowed a deduction of $100.00. This deduction 
is in lieu of the personal exemption granted to individuals. 

Although an individual is limited on his charitable contributions to a 
deduction of an amount not exceeding twenty per cent or thirty per cent 
of his adjusted gross income, these percentage limitations are not applicable 
to contributions made by an estate or trust.® The contributions by an estate 


3 Subsection 2B of the Income Tax Act of 1913, 38 Srat. 167 (1913), provided 
that taxable income included “income from but not the value of property acquired by 
gift, bequest, devise or descent.” 

4268 U.S. 161, 45 Sup. Ct. 475 (1925). See Ruth B. Kaiser, 18 T.C. 808 (1952). 

5S. Rep. No. 1622, supra note 2, at 182. 

6 Jd. at 340: “. .. the estate of a ward is not a separate taxable entity as is a trust 
or the estate of a deceased person.” 

TINT. Rev. Cope or 1954, § 641(b). 


8 Id. § 642(b). 
* Id. § 642(c); S. Rep. No. 1622, supra note 2, at 342. 











Eins NAA oa OR 


Ris EAE OR 








oT ae 





Fai] TRUSTS AND ESTATES 409 


_or a trust out of gross income are fully deductible. In the event that all 
of the ordinary income of a trust is payable to an exempt charity, a deduc- 
tion would be available that would reduce the distributable net income to 
zero. If the only amounts set aside for charity are capital gain that is al- 
located to corpus permanently set aside for charitable remaindermen, a 
deduction would be allowable to the trust. 

As in the case of individuals, a net operating loss is allowed to estates 
and trusts.!° An estate or trust is also allowed deductions for depreciation 
and depletion, but only to the extent that these deductions are not allowable 
to the beneficiaries.‘ The allowable deductions are apportioned between 
the income beneficiaries and the trustee or executor on the basis of the 
trust income allocable to each. Similarily, with respect to the deductions 
for amortization of emergency grain storage facilities, the benefit of such 
deductions is allowed to estates and trusts as to individuals.12 However, 
such deductions are apportioned between the income beneficiaries and the 
executor or trustee in accordance again with the allocation of the income of 
the estate or trust. 

A new provision is incorporated in section 642(h) which makes avail- 
able unused loss carry-overs and excess deductions to the beneficiaries suc- 
ceeding to the property of an estate or trust upon its termination.'* The 
amount of such deductions is limited to the deductions allowable in the final 
taxable year of the estate or trust. A trust or estate is not entitled to a stand- 
ard deduction as an individual;1* nor does the estimated-tax procedure 
apply.!5 The Taxes imposed by chapter I on individuals are also applied to 
the taxable income of estates or of any kind of property held in trust, 
whether accumulated or distributed.1® 


Special Deduction for Amounts Taxable to a Beneficiary 


Although an estate or trust is treated as a taxable entity, the receipt of 
estate or trust income by a beneficiary is also a taxable event.” If nothing 


10InT. Rev. Cope oF 1954, § 642(d). 

111d. § 642(e). 

12 Td. § 642(f). 

18 Jd. § 642(h). S. Rep. No. 1622, supra note 2, at 343: “Your committee has added 
a new subsection (h) which makes available to beneficiaries succeeding to the property 
from an estate or trust on termination any unused capital loss or net operating loss carry- 
over or any deductions in excess of gross income for the last taxable year.” Under the 
1939 Code, the loss carry-overs of a trust or estate were not available to the beneficiaries. 
Charles F. Neave, 17 T.C. 1237 (1952); Kearney v. United States, 116 F. Supp. 922 
(S.D.N.Y. 1953). 

14InT. Rev. Cope or 1954, § 142(b) (4). 

15 An executor may, however, elect to pay income tax in four equal installments. 
Id. § 615§2(a) (2). 

16 1d. § 641(a). 

1tIrwin v. Gavit, 268 U.S. 161, 45 Sup. Ct. 475 (1925); Int. Rev. Cope or 1954, §§ 
652(a), 662. 
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more were done, the combination of the treatment of the estate or trust as 
a taxable entity and the principle that the receipt of income from property 
acquired by gift, bequest, devise, or inheritance is a taxable event would 
produce a double tax on estate or trust income. In order to prevent there 
being a double tax and at the same time to preserve the taxable status of 
both estate or trust and beneficiary, a special deduction is allowed the estate 
or trust for the income taxable to the beneficiary.!8 

This special deduction whose general function is to subtract from the 
taxable income of the estate or trust the amount taxable to beneficiaries, is 
really the most important difference between the treatment of estates or 
trusts and individuals under the income tax law. Generally, a trust that is 
distributing its income currently is a taxable entity but will have no tax to 
pay since the special deduction will offset the trust income. Here it is the 
beneficiary who really pays the tax. The trust is, in effect, a conduit through 
which the income flows to the beneficiary.'® 

The taxation of the beneficiary rests on the basic principle that the gift 
exemption does not apply to the current income from the trust property. 
The gift exemption extends only to the amount placed in trust, the trust 
corpus, not to both that amount and the current income. But while the 
current income may be taxed, a distribution in excess of that income, that is, 
a distribution of corpus, remains protected by the gift exemption. Sub- 
chapter J provides a definition of trust income which delimits the gift 
exemption and at the same time preserves the conduit feature of an estate 
or trust.?° 


THE DETERIORATION OF THE CONDUIT PRINCIPLE 


The conduit principle, which is of key importance under the new tax 
law, had broken down in practice. This is illustrated by Johnston v. Hel- 
vering.*! A trustee had invested the trust corpus in a mortgage, was forced 
to foreclose, held the property obtained on foreclosure in an unproductive 
state for several years, and then sold at a loss. Consequently, there was no 
taxable income in the year of sale. Under the applicable trust law, the 
trustee was required to allocate a portion of the proceeds of the sale to the 
income beneficiary as trust income to compensate him for the loss of income 
from the unproductive property. The court held that the beneficiary was 


18 INT. Rev. Cope or 1954, §§ 651, 661. 

19S, Rep. No. 1622, supra note 2, at 343: “In effect, the concept of distributable 
net income gives statutory expression to the principle underlying the taxation of estates 
and trusts, that is, that these separate taxable entities are only conduits through which 
income flows to the beneficiaries except where income is accumulated by the estate or 
trust for future distribution.” 

20InT. Rev. Cove or 1954, § 643. 

21141 F.2d 208 (2d Cir. 1944), affirming 1 T.C. 228, cert. denied, 323 US. 715, 65 
Sup. Ct. 41 (1944). See also Estate of Carrie A. Kolb, P-H 1947 T.C. Mem. Dec. § 47298. 
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taxable upon the amount received as ordinary income. If the conduit 
-principle had been applied, the beneficiary would not have been taxed on 
his receipts from the trust, inasmuch as there was no actual current income 
of the trust itself. The distribution to the income beneficiary was really a 
distribution of trust corpus which was made because the corpus had been un- 
productive. The trust had produced income and had not served merely as a 
conduit through which income was to pass. Under the 1954 Code, none of 
the proceeds of the sale would have been taxable as income, and a trust can 
no longer be said to produce income.?? 

A second illustration of the way in which the conduit theory had 
broken down in practice is McCullough v. Commissioner.2> The trustee 
pursuant to state law allocated a tax-exempt stock dividend to income, and 
the court held that in the hands of the beneficiary the item was taxable as 
ordinary income. The item lost its identity when it passed through the hands 
of the trustee, and the trust produced income. 

In spite of these cases which tended to undermine the conduit theory, 
the Internal Revenue Service never adopted a policy to the effect that the 
conduit theory should be generally disregarded and a trust treated as an 
entity like a corporation which, in effect, produces income. Tax-exempt 
interest has been passed on to the beneficiaries tax-free, even though there 
was no mandatory provision to that effect in the 1939 Code. Apparently, 
the Commissioner was not bound to follow the conduit theory as to such 
tax-exempt interest, but he voluntarily decided to do so.** Similarly, in 
spite of the McCullough case where the income beneficiary was considered 
taxable on a tax-free stock dividend allocated to income by the trustee, the 
Internal Revenue Service did not adopt that case as basic policy, and the 
conduit theory continued to be applied even in that situation.2> Whether 
or not there was a pressing need for statutory statement of the conduit 
theory, we now have a codification of that principle as one of the basic 
aspects of the law affecting the taxation of income of trusts and estates. 


DISTRIBUTABLE NET INCOME 


Section 643 of the 1954 Code provides a statutory basis for distinguish- 
ing the maximum amount which may be treated as a distribution of “in- 
come” to a beneficiary. Distributable net income is defined to mean the 


22Income includible by a beneficiary may not exceed distributable net income 
under § 652 or § 662 (unless an “accumulation distribution” of income accumulated 
in the preceding five years is made). 

23153 F.2d 345 (2d Cir. 1946). 

°4 KENNEDY, FEDERAL INCOME TAXATION OF TRUSTS AND Estates § 2.20 (1948). See 
also U.S. Treas. Reg. 111, § 29.22(b) (4)-5 (1943); IT. 3269, 1939-1 (part 1) Cum. Butt. 
163. 

?5In Special Ruling dated March 12, 1952 (CCH 1952 Sranp. Fep. Tax. Rep. 
6157) the Bureau indicated it would not apply the McCullough theory. See also Rev. 
Rul. 24, 1953-1 Cum. Butt. 263. 
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taxable income of the estate or trust with certain modifications.?® This 
concept of distributable net income limits the special deduction allowed to 
estates or trusts for amounts paid, credited, or required to be distributed 
to beneficiaries and also determines how much thereof will be taxed to a 
beneficiary.?7 

Distributable net income sets the uppermost limit on amounts taxable 
to beneficiaries and deductible by the estate or trust.28 The items which 
enter into the computation of distributable net income retain their character 
in the hands of the beneficiaries; ?® thus, wholly tax-exempt interest which 
is included in distributable net income and distributed to the beneficiaries 
will not be taxed to them, capital gains received by beneficiaries will be 
taxed to them at capital gain rates, and the dividend exclusion is made avail- 
able to the beneficiaries. 

The term “distributable net income” thus performs two functions. It 
establishes a ceiling on the amount which is taxable to the trust beneficiaries. 
A distribution in excess of distributable net income is considered to be within 
the gift exemption. The second function of “distributable net income” is to 
determine the character of amounts distributed to a beneficiary. Since this 
concept is used to determine the income tax characteristics of the amounts 
distributed to a beneficiary, it is necessary to adjust the taxable income of 
the estate or trust by adding to it items of estate or trust income which are 
not includible in the gross taxable income of the estate or trust but which 
may nevertheless be available for distribution to the beneficiaries. Thus, 
there must be included in the computation of distributable net income the 
amount of any interest on tax-exempt municipals (reduced by any disburse- 
ments allocable to such income).®° Distributable net income must also in- 
clude the amount of any dividends received by the estate or trust which 
are excluded from gross income under section 116.3! Thus, if, in the calendar 
year 1955, the estate or trust excludes the first $50.00 of dividends received 
in that year, the $50.00 so excluded must be taken into account in computing 
distributable net income. In the case of a foreign trust, gross income from 
sources without the United States must be added after adjustments have been 
made for non-deductible expenses attributed to real income.®? Tax-exempt 
interest and foreign income, in addition to being adjusted for non-deductible 
expenses attributable to them, are further adjusted for amounts thereof dis- 
tributed to charity.** 


26 Int. Rev. Cope or 1954, § 643(a). 

27S. Rep. No. 1622, supra note 2, at 343. 

*8 InT. Rev. Cope or 1954, §§ 652(a), 662(a). 

29 Id. §§ 652(b), 662(b). 

30 Td. § 643 (a) (5). 

31 Jd. § 643(a) (7). 

82 1d. § 643(a) (6). 

83 1d. § 643(a); S. Rep. No. 1622, supra note 2, at 344. 
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To the extent that gains from the sale or exchange of capital assets are 
allocated to corpus, they are excluded from the computation of distributable 
net income, unless distributed to a beneficiary.** The effect is to tax capital 
gains to the estate or trust where the gains must be or are added to principal. 
However, where the gains are actually distributed to beneficiaries during 
the taxable year, then the gains are included in the computation of distrib- 
utable net income.®*® If capital gains are included in the computation of dis- 
tributable net income, they retain their character as capital gains in the hands 
of the beneficiaries.8* Losses from the sale or exchange of capital assets are 
excluded from the computation of distributable net income except to the 
extent that they enter into the determination of any net capital gains that 
are paid or distributed to a beneficiary.*7 Thus, capital gains and losses 
which do not affect the amount distributable to an income beneficiary are 
not taken into account in computing “distributable net income.” In the case 
of a “simple” trust under sections 651 and 652, extraordinary dividends and 
taxable stock dividends that are allocable to corpus and which do not affect 
the amount distributable to an income beneficiary are also excluded from the 
computation of distributable net income.®* 

Although distributable net income is defined as “taxable income” com- 
puted with certain stated modifications, a basic change in trust tax law re- 
sults.3® Corpus expenses, although not actually charged against income for 
trust accounting purposes, will by reason of the nature of distributable net 
income reduce the net amount included as income by the beneficiary.*° 
Capital gains are excluded from distributable net income if allocated to 


34InT. Rev. Cope or 1954, § 643(a) (3). See also Inr. Rev. Cope or 1954, § 1202. 

35In year of termination, capital gains enter into computation of distributable net 
income under § 643(a) (3), and are includible in gross income of distributee under 
§ 662(a). The 1954 Code adopts the rule of Carlisle v. Commissioner, 165 F.2d 645 
(6th Cir. 1948), affirming 8 T.C. 563 (1947). For a discussion of this problem under the 
1939 Code see Kennedy, Recent Developments in the Taxation of Estates and Trusts, 
27 Taxes 1118 (1949), and Murphy, Fiduciary Gains and Losses—An Income Tax Cha- 
meleon, 6 Tax. L. Rev. 85 (1950). 

36 Int. Rev. Cope or 1954, § 662(b). 

37 Id. § 643 (a) (3). 

38 Td. § 643 (a) (4). 

39 For a statement of prior law see I.T. 3830, 1946-2 Cum. BuLt. 47, 48, which con- 
cludes: “It is held that the amount of the annual commission paid out of the corpus of 
a testamentary trust to a trustee pursuant to State law is deductible from the gross in- 
come of the trust in determining the amount of net income of the trust. (See section 
29.23 (a)-15 of Regulations 111, as amended by T.D. 5513, C.B. 1946-1, 61.) However, 
in determining the amount of income which is taxable to the life beneficiary of a testa- 
mentary trust, the provisions of section 24(d) of the Code will be applied, and where 
such a beneficiary is entitled, under the State law applicable to the trust or under the 
provisions of the trust instrument, to the income of the trust without reduction for the 
amount of the commissions chargeable against the corpus, the full amount of income 
distributed or distributable is taxable to him.” See also Gertrude L. Anthony, 9 T.C. 
956 (1947). 

“S. Rep. No. 1622, supra note 2, at 346. 
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corpus and not paid, credited, or required to be distributed to a beneficiary 
within the taxable year; consequently, even in a year when there are capital 
gains, corpus expenses will not reduce the net amount taxable to the trustee, 
but will reduce the distributable net income. A second effect of defining 
distributable net income as “taxable income” with certain modifications is 
to make it clear that non-taxable items received will not be converted into 
taxable income by flowing through the trust. The Johnston case and the 
McCullough case which indicated that a trust might produce income are 
disposed of by subchapter J. 


THE WASTED DEDUCTIONS PROBLEM 


Inasmuch as deductible estate or trust expenses reduce distributable net 
income and distributable net income sets the maximum which may be taxed 
to an income beneficiary of an estate or trust, allowable deductions reduce 
the income includible by a beneficiary. Corpus expenditures, formerly often 
wasted, now are made available to reduce the amount of income taxable to 
the income beneficiary. Such deductions will no longer be wasted by reason 
of the fact that the estate or trust does not have income taxable to it against 
which such deductions might be taken. 

In an ordinary trust, capital gains are not includible in the determination 
of the distributable net income. Consequently, even though there are 
capital gains in the year in which corpus expenditures are made, such 
expenditures will not reduce the amount of gain taxable to the trust, but 
will reduce the distributable net income taxable to the income beneficiary.*! 
In effect, the corpus beneficiaries, the remaindermen, thus pay the tax as 
well as bear the burden of the corpus expenditures whereas the income 
beneficiary receives trust income in excess of the amount of income taxable 
to him. Although the type of expense that the draftsmen of the new Code 
probably had in mind was an item such as a nominal recurring trustee’s fee 
chargeable to trust corpus, in actual operation inequities may result from 
the policy decision to permit the income beneficiary to benefit from corpus 
expenditures. 

To illustrate, assume that a trust has $10,000.00 of ordinary income and 
a short-term capital gain of $5,000.00 which must be added to corpus. The 
trust pays a $100.00 trustee’s fee which is charged to trust corpus. The 
trust will pay a tax on the full $5,000.00 capital gain, less expenses incident 
to the capital gains transaction, and the income beneficiary will only pay a 
tax on $9,900.00. Assume a second situation, one in which there is an attack 
upon the validity of a trust. In defending the suit, the trustee is required to 
pay from corpus, attorney’s fees and expenses in the amount of $20,000.00. 
In order to raise the necessary cash to pay for these expenditures, the trustee 


41 See Example of the Application of Subpart C, S. Rep. No. 1622, supra note 2, at 
351-353; Fillman, Selections from Subchapter J, 10 Tax. L. Rev. 453, 460-462 (1955). 
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sells securities at a capital gain of $15,000.00. During the calendar year there 
is net income distributable to the income beneficiary of $25,000.00. By reason 
of the policy decision to eliminate wasted deductions by giving the income 
beneficiary the full benefit of such deductions, the corpus expenditures in 
the amount of $20,000.00 would inure to the sole benefit of the income bene- 
ficiary, and he would be required to pay only an income tax on a net of 
$5,000.00 In addition to expending the necessary amounts out of corpus to 
pay for the litigation, the trustee would be required to pay the capital gains 
tax on the net gains. The remaindermen bear the entire burden, not only 
of the expense of the litigation, but also the cost of the capital gains tax. The 
income beneficiary, however, receives a windfall of $20,000.00 in tax-free 
income. The benefit of the deduction goes to the income beneficiary alone, 
but the entire burden of the expenses is borne by the remaindermen. The 
Code goes much further than necessary to eliminate the wasting of deduc- 
tions. Perhaps corpus deductions should first offset gains or other income 
taxable to the trustee before passing on the benefits to the income bene- 
ficiary. 

Extraordinary dividends and taxable stock dividends that are allocable 
to corpus by the fiduciary under the terms of the governing trust instrument 
and applicable local law are normally excluded from the computation of 
distributable net income.*? Thus, if, instead of there being a substantial 
capital gains in the year in which a corpus expenditure was made, there 
were substantial extraordinary dividends or taxable stock dividends, a similar 
result would obtain. The expenses, even though paid out of moneys received 
by way of such extraordinary dividends or taxable stock dividends, would 
still go to reduce the distributable net income and the amount includible 
in the income tax return of the income beneficiary, and the trust itself 
would pay a tax on such items. 

Not only was there a problem with respect to the wasting of deductions 
periodically charged against estate or trust corpus, but there was also a 
wasting of termination expenses under the 1939 Code. Under prior law, 
a trustee’s termination fee charged against trust corpus could not be de- 
ducted in the distributee’s income tax return as a proper deduction,** nor 
could the distributee of an estate take advantage of an executor’s fee charged 
against an estate in the year of distribution. Neither a capital loss nor an 
operating loss carry-over was available to a beneficiary. The 1954 Code 
does two things to make these items available as proper deductions: (1) 
termination expenses are considered proper deductions in determining the 
distributable net income of an estate or trust; and (2) section 642(h) 
permits beneficiaries succeeding to the property of the estate or trust to 
make use of any net operating loss carry-over, any capital loss carry-over 


42 Int. Rev. Cope or 1954, § 643(a) (4). 
48 See Fillman, Upon The Termination of Trusts and Estates, 8 Tax L. Rev. 317 
(1953); Anstes V. Agnew, 16 T.C. 1466 (1951); Charles F. Neave, 17 T.C. 1237 (1952). 
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of the estate or trust, or any excess of deductions over gross income for the 
year of termination.** 

Although equitably it would seem that the remaindermen should re- 
ceive the benefit of deductions such as termination expenses which would 
otherwise be wasted, the structure of the Code requires that the income 
beneficiary rather than the remainderman receive the benefit of the deduc- 
tions for the expenses charged to corpus in the year of termination. The 
remainder beneficiary succeeding to the trust property, although he bears 
the burden of such expenses, is allowed only the excess of deductions over 
gross income. It appears that where the income beneficiary is different from 
the remainderman substantial income tax benefits go to the income bene- 
ficiary, rather than the remainderman of the trust, in the year of termina- 
tion. The remainderman will, of course, benefit from the items covered by 
section 642(h), that is, any net operating loss carry-over, any capital loss 
carry-over, or any excess of deductions over gross income for the year of 
termination. 


SIMPLE AND COMPLEX TRUSTS 


Trusts and estates are divided into two categories, “simple” trusts, 
governed by the rules of subpart B, and “complex” trusts and estates, 
governed by subparts C and D.** A simple trust is one under the terms of 
which all of the income is required to be distributed currently and no pro- 
vision is made for charitable distributions.“ A trust becomes a complex 
trust if during the year the trustee may accumulate income, does distribute 
corpus, or if there is a charitable beneficiary.*7 Every trust becomes “com- 
plex” at some time during its history inasmuch as a simple trust turns into 
a complex trust in the year when corpus distributions are made. All estates 
are treated as complex trusts unless the governing will requires all income 
to be distributed currently by the executor. 

As the Code is designed, familiarity with subparts C and D is essential 
for handling even the simplest estate. Simple trusts will be very much in 
the minority inasmuch as draftsmen have been emphasizing flexibility and 
broad discretionary powers in well-drafted trust instruments for a number 
of years. It has become very common for a trust instrument to permit ac- 
cumulations of income during disability or during minority. Such a dis- 
cretionary power changes a simple trust to a complex trust during a year 


#4 Kamin, Surrey, and Warren, The Internal Revenue Code of 1954: Trusts, Estates 
and Beneficiaries, 54 Cotum. L. Rev. 1237, 1245 (1954). 

45For a discussion of the reasons for the division between simple and complex 
trusts see Holland, Kennedy, Surrey and Warren, A Proposed Revision of the Federal 
Income Tax Treatment of Trusts and Estates—American Law Institute Draft, 53 Cotum. 
L. Rev. 316, 350-354 (1953). 

46 Int. Rev. Cope or 1954, §§ 651, 652. 
47 Id. §§ 661, 662. 





i eReET 


SONS ROR cag Da 


ITs 
ARPES ES 


St hk Rep. 


SA ERAS See 








Dieses: ole MOR 


RG ARS Sed BE 














bts Wee heemmeeens 


‘ 





Fatt| TRUSTS AND ESTATES 417 
in which discretionary accumulations are authorized. Most modern trust 
instruments also permit discretionary distributions of corpus to cover such 
items as illness, education, or an emergency. Any corpus distribution made 
will automatically turn a simple trust into a complex trust and shift the 
allowable exemption from $300.00 to $100.00. A trustee exercising a dis- 
cretionary power to pay out corpus to an income beneficiary not only shifts 
a certain amount of corpus from the remainderman to the income beneficiary 
but also may increase the amount of ©:x payable out of trust corpus by 
reason of the reduction in the amount of the exemption. 

The tax treatment of the simple and the complex trust are the same in 
almost all situations except for the change in the amount of the allowable 
exemption. The only significant difference arises in a situation where the 
“tier” principle applies.*® It should be noted that if the rules of subparts C 
and D are applied to a “simple” trust, the tax consequence is exactly the same 
as that resulting from the application of the rules of subpart B, except for 
the change in the amount of the exemption. The same income tax return 
form is used for both simple and complex trusts. It is submitted that the 
distinction between trusts governed by the rules of subpart B and trusts 
governed by subparts C and D is unnecessary and actually has tended to 
complicate rather than simplify the structure of subchapter J. 


TREATMENT OF DISTRIBUTIONS 


An estate or trust is allowed a deduction for, and the beneficiaries 
are required to include in their gross income, (a) the amount of income for 
the taxable year required to be distributed currently, and (b) all other 
amounts properly paid, credited, or required to be distributed to the bene- 
ficiaries, to the extent of the distributable net income of the estate or trust.*® 
Thus, one of the basic principles incorporated in subchapter J is that a 
distribution by an estate or trust is to be treated as a distribution of current 
income to the extent that there is distributable net income.5® The Senate 
Committee Report compares this principle to that which applies in deter- 
mining whether a dividend has been distributed by a corporation, that is, 
every distribution made by a corporation is deemed to be out of earnings 
and profits to the extent thereof and from the most recently accumulated 
earnings and profits.5! 

The principle that all distributions to beneficiaries are out of income 
to the extent that there is distributable net income eliminates the need for 


48 See discussion of “The Tier System” p. 423 infra. 

49 Int. Rev. Cope or 1954, §§ 661(a), 662(a). 

50S, Rep. No. 1622, 83d Cong., 2d Sess. 349 (1954): “Instead of determining whether 
a particular distribution represents amounts of current or accumulated trust income, 
this revision, broadly speaking, provides that any distribution is considered a distribution 
of the trust or estate’s current income to the extent of its taxable income for the year.” 
51 See Craven, Estate and Trust Income, 93 Trusts & Estates 688 (1954). 
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tracing income. If a payment of income or corpus is made from an estate 
or trust early in a year and later in the same year the estate or trust receives 
income, the payment is considered a distribution of income to the extent of 
the distributable net income even though no income was received prior to 
the time the payment was made. This principle not only eliminates the 
necessity of tracing income, but it requires that any distribution whether of 
income or corpus from a trust or an estate be treated as a distribution of 
income to the extent that there is distributable net income during the year. 

A widow’s award paid by an executor pursuant to court authorization 
may well fall under this general rule.5? If a distribution from an estate is to 
be treated as a distribution of income to the extent that there is distributable 
net income, it would appear that the payment to the widow may be treated 
as a distribution of income whether paid from corpus or income of the 
estate. Similarly, a distribution of estate corpus, whether made in cash or 
kind, may constitute a distribution of income to the extent that there is 
distributable net income for the year. It is difficult to see how a partial 
distribution of corpus to a beneficiary can be made without the beneficiary 
becoming taxable to the extent that there is current income in the estate un- 
less the gift or bequest exclusion applies. 

If the executor wishes to fund a testamentary trust, but also wishes to 
retain a portion of the estate to cover contingencies, a troublesome income 
tax problem presents itself. Any partial distribution of estate corpus to the 
trustee of a testamentary trust may constitute a distribution of income. It 
may be desirable for the executor not only to distribute corpus but also to 
distribute sufficient income as income and then have it passed on in that form 
to the beneficiaries of the testamentary trust. If handled in this way the 
income beneficiaries would become taxable upon the income distributed to 
them, but the trustee of the testamentary trust would not be required to 
treat the receipt of the trust corpus as, in part, a receipt of taxable income. 
If, however, the executor distributes only corpus and retains the income of 
the estate to cover expenses, the trust itself may well become subject to in- 
come tax to the extent that the estate had distributable net income during the 
year.®8 


Exception for Gifts and Bequests 


An important exception exists to the rule that all distributions to bene- 
ficiaries are income to the extent that there is distributable net income of 
the taxable year. This exception is the exclusion granted under section 663 
(a)(1) for any amount which, under the terms of the governing instrument, 
is properly paid or credited as a gift or bequest of a specific sum of money 


52For prior law see KENNEDY, Op. cit. supra note 24, at § 5.18; Kathryn T. Mac- 
Murray, 16 T.C. 616 (1951). 
58 Fillman, Selections from Subchapter J, 10 Tax L. Rev. 453, 470-471 (1955). 























aes 


Be SUNS Rea ASAI 











‘ 








Fav] TRUSTS AND ESTATES 419 


or of specific property and which is paid or credited all at once or in not 
more than three installments. Section 663(a)(1) requires that for the excep- 
tion to apply the gift or bequest must be payable from corpus or from in- 
come or corpus, but not solely from income.5¢ The payment must be re- 
quired by the specific terms of the governing instrument. If the executor 
or trustee has the power to determine whether the gift or bequest is payable 
or to make payment in a series of installments in excess of three, the excep- 
tion would not appear to apply. It would seem, however, that an executor 
or trustee may be given a very limited discretion to determine whether the 
bequest is to be paid all at once or in not more than three installments. 

If, instead of a specific amount being allowed by court order as a 
widow’s award, the widow was paid a specific bequest under the terms of 
the will and such bequest was payable all at once or in not more than three 
installments and not solely out of income, the widow would receive such 
bequest free of income tax. Wills draftsmen should consider not only the 
advantage of providing for a specific bequest to a widow in lieu of a widow’s 
award, but also the advantage of providing in a will for specific bequests to 
the distributees of an estate, even though such distributees may also be the 
sole residuary beneficiaries, and, if a trust is to be created, the advantage of 
a bequest in trust. Specific bequests will permit far greater flexibility in the 
administration of an estate and will permit the executor to pay the tax on 
income received during the year in which the bequests are satisfied unless 
distributions are made in addition to those in satisfaction of such bequests. 

As an alternative to a provision for specific bequests in a will, considera- 
tion should also be given to the desirability of a provision to the effect that 
income shall be distributable to the beneficiaries of the estate from the date 
of death. If this is done, the beneficiaries would include the income in their 
own returns each year and the advantage of treating the estate as a separate 
taxable entity would be lost; but then neither the payment of a widow’s 
award nor the distribution of estate corpus to a testamentary trustee or 
beneficiary would present a problem. 

The most satisfactory solution to this type of problem would be an 
amendment to section 663(a) that would extend the gift and bequest ex- 
clusion to distributions of estate corpus. It is submitted that the exclusion 
should at least apply to a distribution of a fraction of the residue of an 
estate as well as to a payment of a specific sum of money or specific property. 

A provision in a trust instrument to the effect that at a certain time a 
specific amount, for example, $25,000.00, is to be paid to a beneficiary will 
not present any problem, because such a gift clearly falls within the gift or 
bequest exception unless payable solely out of income. A trust instrument 
may require that all income be accumulated and added to corpus for a period 
of years and that at the end of such period $25,000.00 be paid out of the 


54S. Rep. No. 1622, supra note 50, at 353-354. 
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corpus to the beneficiary.5> Similarly, an accumulation trust may be created 
with the requirement that all income be added to corpus, and that after a 
certain period of time $5,000.00 be paid to one beneficiary under the specific 
terms of the trust instrument, after a further period $5,000.00 to a second 
beneficiary, and after a third period $5,000.00 to a third beneficiary. The 
payments would fall within the gift exclusion, and the beneficiaries would 
not be subject to income tax on the distributions. The trust itself will pay 
the tax on the income as it is accumulated each year.** 

Since the payment may be made in installments, the trust instrument 
may provide that income shall be accumulated and added to corpus and 
that in five years the sum of $30,000.00 will become payable to beneficiary 
A, such sum to be paid in not more than three installments. Regulations may 
permit the trustee to select the timing of the installments. Any discretion 
given the trustee should, however, be extremely limited, that is, the trustee 
should not be empowered to make payments in four or five installments, 
nor should the trustee be empowered to increase or decrease the sum pay- 
able. It should be noted that the statute permits such gift or bequest to be of 
specific property.®7 Consequently, a gift of one hundred shares of a given 
stock to beneficiary A would qualify for the exclusion. Assume a situation 
where the trust instrument requires the trustee to invest in a certain stock 
and at a certain time distribute such stock to a beneficiary. Again, the trustee 
would pay the tax on the accumulated income and the beneficiary would 
receive distribution of the stock tax-free. A question exists whether the 
exclusion applies where the trust instrument provides for a number of be- 
quests or a series of gifts of specific property to one individual. 


Charitable Distributions 


Subject to the limitations of section 681, an estate or trust is allowed 
a deduction by section 642(c) for gross income paid or permanently set 
aside for charitable purposes.®® The limitations of section 681 pertain to 
“unrelated business income” and to certain “prohibited” transactions which 
tend to divert the income or corpus from charity. 

The payment or permanent allocation of income to charity, in effect, 
reduces the distributable net income after appropriate adjustments to cover 
a pro rata share of the trust’s expense items, tax-exempt interest, and foreign 
income.®® If all of the income of a trust is paid to charity and corpus pay- 


55 Tbid. 

°° Regulations may limit the availability of the gift and bequest exclusion. 

57 Int. Rev. Cove or 1954, § 663(a) (1), refers to “...a gift or bequest of a specific 
sum of money or of specific property and which is paid or credited all at once or in not 
more than three installments.” 


58 This provision is similar to 1939 Code section 162(a). 


59S. Rep. No. 1622, supra note 50, at 350. See also Instructions for U.S. Income Tax 
Form 1041, p. 7 (1954). 
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ments are made to A and B, a charitable deduction may be taken which ex- 
~hausts the current income and A and B receive corpus payments free of 
income tax.® Similarly, if the major portion of the income is payable to 
charity and an annuity is paid to a non-charitable beneficiary out of the 
balance of the income and corpus, it would appear that the beneficiary 
would not be taxed on more than the portion of the annuity paid out of the 
balance of the income.*! In planning a will for a testator who wishes to 
benefit a single individual and a charity, if the individual is in a high income 
bracket, consideration should be given to a trust arrangement under which 
the current income is paid to charity and corpus payments are made to the 
individual beneficiary, instead of providing for a trust with income to the 
individual for life, remainder to charity. 

Section 663(a)(2) follows the gift and bequest exception to the 
general principle that a distribution by an estate or trust is to be treated as 
a distribution of current income to the extent that there is distributable net 
income. Thus, this section specifically excludes any amount paid or per- 
manently set aside or otherwise qualifying for the charitable deduction 
from the amount includible in the gross income of beneficiaries of estates 
and trusts, whether distributing current income only or accumulating in- 
come or distributing corpus.®” 


Denial of Double Deductions 


Section 663(a)(3) provides in effect that reduction shall be allowed to 
the trust or estate for any amount paid or distributed in the taxable year if, 
under the provisions pertaining to the deduction for trusts distributing in- 
come only (section 651) or the provision pertaining to the deduction for 
estates and trusts accumulating or distributing income (section 661), such 
amount is considered as having been distributed in the preceding taxable 
year. This is intended to prevent either a double deduction by a trust for 
amounts paid out in a given year and which are properly allocable to the 
preceding year, or the inclusion in a beneficiary’s income tax return for a 
given year of amounts properly allocable to the preceding taxable year.® 


Distributions Within the First Sixty-Five Days of Taxable Year 


Section 663(b) gives the right to the fiduciaries of certain trusts which 
were in existence prior to January 1, 1954, to make an irrevocable election 
to treat amounts properly paid or credited within the first sixty-five days of 


6° Kamin, Surrey, and Warren, supra note 44, at 1259. 

61 As a basis for this view consider the treatment of annuities under paragraph (1) 
of § 662(a) with respect to which the Senate Committee report states: “Included 
within the provisions of this paragraph is an annuity which is required to be paid at all 
events (either out of income or corpus) but only to the extent that it is satisfied out 
of income.” S. Rep. No. 1622, supra note 50, at 349. 

62 Id. at 354. 
63 Id. at 354-355. 
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any taxable year of a trust as paid or credited on the last day of the preced- 
ing taxable year. The 1954 Code preserves the sixty-five-day rule with 
respect only to trusts in existence prior to January 1, 1954, which, under 
the terms of their governing instrument, may not in any year distribute 
amounts in excess of the income of the preceding year and with respect to 
which the election is made. If this election is made, amounts properly paid 
or credited within the first sixty-five days of each taxable year are to be 
considered paid or credited on the last day of the preceding taxable year. 
The election in irrevocable; not only must it be made within the time for 
filing the return for the first year to which the new law is applicable, but 
also, once made, it is applicable for all subsequent taxable years. 


SEPARATE SHARES TREATED AS SEPARATE TRUSTS 


In the case of a trust ®** which has two or more beneficiaries and is to 
be administered in well defined and separate shares, such shares are to be 
treated as separate trusts for the purpose of determining the amount of 
distributable net income available for allocation to the beneficiaries. The 
effect of section 663(c) is to prevent one beneficiary from being subjected 
to tax on a distribution which represents a corpus distribution as to him, 
but which would, except for section 663(c), be treated as a taxable distri- 
bution to him, when the trust income is being accumulated for another 
beneficiary to whom it will ultimately be made available. A need for this 
provision exists because of the general rule that any distribution, whether 
of income or corpus, is deemed to be a distribution of income to the extent 
that there is distributable net income during the taxable year. 

The Senate Committee Report contains the following statement with 
respect to the application of the separate-share rule: ® 


‘.... For example, assume that a trust instrument provides that the 
trust income when not distributed to beneficiary A will be accumulated 
for his benefit and will ultimately be payable to his estate, or appointees 
(including persons named as alternate takers in default of appointment). 
The trust instrument also provides that the fiduciary may invade corpus 
from time to time to make payments to B, according to B’s needs. In 
a year in which the trustee accumulated the trust income for A but 
made a discretionary distribution of corpus to B, B would, but for the 
operation of this provision, be deemed taxable on the distribution to 
the extent of the trust’s distributable net income. Under this provision 
if A is deemed to have a substantially separate and independent share 
in the trust, the trust income would be taxable to the fiduciary and B 
would receive the corpus distribution free of tax.” 


® The separate share rule is not applicable to estates. Int. Rev. Cope or 1954, § 
663(c). 


65S. Rep. No. 1622, supra note 50, at 355. 
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Without the separate-share rule the taxability of one beneficiary would 


~ be measured by the amount of trust income available to another one, i.e., 


the amount taxable to beneficiary B would, in effect, be measured by the 
amount actually set aside for ultimate distribution to A. An example will 
illustrate the effect of the separate-share rule. Assume there is $5,000.00 of 
trust income during the taxable year, of which $2,500.00 must be accumu- 
lated for future distribution to A under the terms of the instrument, and 
$2,500.00 must be distributed to B under the terms of the instrument. At 
the same time, $2,500.00 of corpus is distributed as an annuity to B. With- 
out the separate-share rule B would be taxed on the first $2,500.00 and would 
also be taxed on the second $2,500.00. In other words, the fact that there 
was $5,000.00 of distributable net income during the current year would re- 
quire that B be taxed on the entire $5,000.00 distributed to him. But, under 
the terms of the instrument, $2,500.00 of the current year’s income must be 
accumulated for A’s benefit and will never be available for future distribu- 
tion to B. Consequently, B should not be taxed on $5,000.00, but only on 
$2,500.00. Under this example, A and B have equal shares in the trust and 
the trustee is obliged, if he accumulates A’s share of the income, to hold it 
for future distribution to A. There are, in effect, two trusts, each with 
$2,500.00 of distributable net income. The settlor or testator could actually 
have established two separate trusts. If he had done so, then the $2,500.00 
accumulated income of the A trust would have been taxable to the trustee. 
As for the B trust, B would be taxable on $2,500.00 of distributable net in- 
come, and the remaining $2,500.00 would have been considered a distribu- 
tion of corpus, not taxable to him since in excess of the distributable net 
income of the B trust. The separate-share rule permits the treatment of the 
interests of A and B as though separate trusts had been created for the pur- 
pose of determining the amount of distributable net income available for 
allocation to A and B. In the example given, the allocation was made under 
the terms of the governing instrument. If the trustee is given a discretion 
to apportion current or accumulated income in any proportions between 
A and B, then the separate-share rule would not apply, and it would be 
proper to tax B on his entire distribution. 


The Code is very brief in its treatment of the separate-share rule, and 
the question of the existence of substantially separate and independent shares 
and the manner of their treatment as separate trusts is to be determined in 
accordance with regulations prescribed by the Secretary or his delegate.® 


THE TIER SYSTEM 


The language of subchapter J incorporates a two-tier system for taxing 


® With regard to the separate share rule see Holland, Kennedy, Surrey & War- 
ren, Supra note 2, at 345-347; Kamin, Surrey, and Warren, supra note 44, at 1257-1259. 
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the beneficiaries of a trust or an estate.*7 A distinction is drawn between (1) 
income required to be distributed currently and (2) other amounts dis- 
tributed. The first tier includes income for the taxable year “required to be 
distributed currently,” whether distributed or not. The phrase “income .. . 
required to be distributed currently” includes annuity payments made out 
of income.®* The question of the meaning of the phrase “distributed cur- 
rently” may be resolved by reference to cases construing the 1939 Code 
inasmuch as that phrase is a carry-over from the old law.® 

A beneficiary of an estate or trust must include in gross income any 
amounts paid, credited, or required to be distributed to him for the taxable 
year of the estate or trust. The amount so includible may not, however, 
exceed the beneficiary’s proportionate share of the distributable net income 
of the estate or trust.” Any distribution made is considered a first-tier dis- 
tribution of the trust or estate’s current income to the extent of its taxable 
income for the year. If the income of the estate or trust that is required to 
be distributed currently exceeds the distributable net income, then each 
beneficiary, instead of being taxed on the income required to be distributed 
to him, is taxed only upon his proportionate part of the distributable net 
income. Under section 662, this is determined by attributing to him the same 
fractional part of distributable net income as the amount of estate or trust 
income required to be distributed currently to such beneficiary is propor- 
tionate to the estate or trust income required to be distributed currently to 
all beneficiaries. 

The first tier thus includes income required to be distributed currently, 
including annuity payments made out of income. The second tier includes 
any amounts paid, credited, or required to be distributed other than those 
in the first tier. In the second tier fall (1) current income which the 
fiduciary did not have to distribute, but which is paid in his discretion, 
(2) accumulated income of prior years which is distributed, and (3) amounts 
paid out of corpus. 

The effect of this breakdown into a two-tier system is to make sure that 
the recipients of income which is required to be distributed currently are 


67 This replaces the three-tier system which was developed under the 1939 Code: 
Ist tier: distributions of income of the current year, mandatory or discretionary, in- 
cluding income of the current year distributed in the following year but allocated to 
the current year under the pre-65 day rule; 2md tier: annuities payable out of income 
or corpus; and 3rd tier: accumulated income of a prior year treated as income of the 
current year under the post-65 day rule. Under the 1954 Code the portion of an annuity 
paid out of income for the year is placed in the first tier and discretionary income dis- 
tributions are placed in the second tier. See Holland, Kennedy, Surrey and Warren, 
supra note 2, at 340-345; Michaelson, Income Taxation of Estates and Trusts, 1955 Prac- 
ticinc Law InstiruTe 10-12; Fleming, Income Taxation of Trusts and Estates under the 
1954 Code, 32 Taxes 931, 934-935 (1954). 

88 See note 61, supra. 

69 Int. Rev. Code of 1939, § 162(b). 

70S. Rep. No. 1622, supra note 50, at 349. 
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taxed first to the extent of each beneficiary’s proportionate share of dis- 


* tributable net income, and then, but only then, are beneficiaries of second- 


tier distributions taxed. In applying the tier system, recipients of second- 
tier distributions must include income only to the extent of each beneficiary’s 
proportionate share of the distributable net income after such distributable 
net income is reduced by the amount of any income required to be dis- 
tributed currently. Thus, if the distributable net income is $10,000.00 for a 
taxable year, and under the terms of the instrument the net income is dis- 
tributed to A and corpus payments of $7,500.00 are made to B, beneficiary A 
is taxed with $10,000.00 and beneficiary B receives his corpus distributions 
tax-free. If the distributable net income were $15,000.00 rather than 
$10,000.00, beneficiary A would still be taxed with $10,000.00, but bene- 
ficiary B with $5,000.00.7! 

Normally, income from an estate is not required to be distributed cur- 
rently, and, consequently, all distributions from an estate are usually classed 
as second-tier distributions. If a will provides that all of the net income 
received during the period of administration is to be paid out to certain 
beneficiaries, such income is currently distributable and a first-tier distri- 
bution rather than a second-tier distribution. Since any distribution from 
the average estate is normally considered a second-tier distribution, in a 
year when income is earned and payments are made from corpus such 
payments are treated as distributions of income to the extent that there is 
distributable net income. 

When the two-tier system applies to a trust, substantial differences 
may exist in the tax treatment of beneficiaries to whom income is required 
to be distributed currently and in the treatment of beneficiaries to whom 
income is payable in the discretion of the trustee. Inasmuch as the income 
distributable currently must be computed first,”? the benefit of various 
expense deductions will inure to the second-tier distributees, but not to 
first-tier distributees. If, under the terms of a trust instrument, $10,000.00 
is currently distributable to beneficiary A, and the balance of the income is 
distributable to beneficiary B in the trustee’s discretion, the entire tax 
benefit of the deduction for a deductible expense such as a trustee’s fee 
charged to corpus goes to beneficiary B rather than to beneficiary A. It may 


71 “If the estate or trust pays, credits, or is required to distribute to beneficiaries 
amounts other than income which is required to be distributed currently, paragraph (2) 
provides that these other amounts (subject to the provisions of sec. 663) are includible 
in the gross income of the recipient beneficiaries but only to the extent of each bene- 
ficiary’s proportionate share of the distributable net income (reduced by the amount 
of any income required to be distributed currently). The effect of the latter reduction 
is to insure (except as otherwise provided in subpart D) that recipients of other distri- 
butions are subject to tax on such distributions only if the amount of income required 
to be distributed currently fails to exhaust the distributable net income of the estate or 
trust.” S. Rep. No. 1622, supra note 50, at 349. 


72 Ibid. 
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be advantageous to the estate planner to consider framing a trust instrument 
in such a manner that beneficiaries in lower income tax brackets will be 
first-tier distributees and beneficiaries in higher brackets will be second-tier 
distributees. If a widow is in a high income tax bracket and a child is in a 
low income tax bracket, the instrument may require that one-half of the 
entire net income of the trust be payable to the child and the trustee be 
given a discretion to pay such amounts of the balance of the net income 
and corpus to the widow as is deemed to be in her best interests. The 
benefit of trust expenses which are deductible would inure to the widow 
rather than to the child. If there was $10,000.00 of net trust income, a 
trustee’s fee of $500.00 chargeable against corpus, and the trustee in his 
discretion allocates $5,000.00 to the widow, the widow would be taxable 
on $4,500.00 although actually in receipt of $5,000.00. Although the child 
and the widow each receive $5,000.00, the child would be taxed on the full 
$5,000.00, and the widow on only $4,500.00. 

The tier system may produce certain inequitable results, particularly 
in a year when expenses are heavy. For example, a testator creates a 
testamentary trust for the benefit of two children, a daughter and a son, 
and provides that the daughter is to receive one-half of the net income 
each year for life, but gives the trustee power to vary the amount going 
to his son from year to year and, in any year that the amount available for 
the son is in excess of the son’s needs, to add the excess to the corpus of 
the trust. Thus, payments to the daughter are first-tier distributions, while 
payments to the son are second-tier distributions. If the trustee determines 
that the son needs all of the income in a given year and, exercising his dis- 
cretion, pays the entire one-half available for the son to him, a deductible 
expense item charged to corpus will reduce the amount taxable to the son 
but not the amount taxable to the daughter. If a trust earns $10,000.00 and 
has an expense item of $5,000.00 chargeable to corpus which reduces the 
distributable net income of the year for tax purposes, the daughter will be 
taxed on $5,000.00 as a first-tier distributee, and the son will receive his 
$5,000.00 free of income tax. The entire benefit of the deduction goes to 
the person to whom discretionary payments are made, and, consequently, 
the economic value of the amount going to the son will be much greater 
than that going to the daughter, even though the testator never intended 
the son to receive greater benefits than the daughter. 

The over-all taxable income of the trust is allocated among the bene- 
ficiaries, first on the basis of their first-tier status, then on the basis of their 
second-tier status. This system of priorities may prove advantageous in 
some situations where there has been careful planning, but inequitable in 
other situations. 
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THROW-BACK TREATMENT OF EXCESS 
DISTRIBUTIONS BY TRUSTS 


Generally speaking, prior to 1942 beneficiaries were taxed only on 
amounts distributed or distributable out of current income.”* Distributions 
which could not be traced to income of a current year were not considered 
taxable in such current year. Commissioner v. Dean™ is perhaps the best 
known example of the application of the pre-1942 law. Under the terms of 
the Dean trust, the annual income was distributable to the beneficiary on 
January 2 of the succeeding year, if the beneficiary was alive on that date. 
Because the beneficiary had to survive until January 2, the only income 
distributable was income of the preceding year, and no current income was 
ever distributable. The trustee paid the tax on the income and on January 
2 of the succeeding year paid out the net income for the preceding year 
less the amount necessary to pay the tax. Under the rules of trust taxation 
then in effect, none of the income was taxable to the beneficiary under a 
Dean-type trust. 

A second rather unusual development under the pre-1942 law had to 
do with payments in respect of annuities which could be satisfied out of 
corpus. In the case of Burnet v. Whitehouse,” the Supreme Court adopted 
the theory that an annuity payable out of income or corpus was essentially 
a gift and payment freed the corpus of a charge against it; annuity payments 
were not treated as distributions of currently distributable income. 

The Revenue Act of 1942 dealt with the Dean trust problem by 
adoption of the pre-sixty-five day 7 and post-sixty-five day rules.77 A 
distribution in the first sixty-five days of the income of a preceding taxable 
year came to be treated as though made in the preceding taxable year. The 
post-sixty-five day rule required that distributions of income of prior 
periods made after the first sixty-five days of the taxable year be treated 
as though made out of the income of the taxable year to the extent there 
was income during such year. 

In order to take care of the Burnet v. Whitehouse problem, the 1942 
Act adopted the rule that any distribution in satisfaction of a gift of an 
annuity, payable out of income or corpus, was to be treated as if made out 
of the income of the period during which the distribution was made."* This 
rule was made subject to the exception that a payment made within the 
first sixty-five days of the taxable year was to be treated as having been 
made in the preceding taxable year. 


78 KENNEDY, FEDERAL INCOME TAXATION OF TRUSTs AND Estates § 2.09 (1948). 
74102 F.2d 699 (10th Cir. 1939). 

™ 283 U.S. 148, 51 Sup. Ct. 374 (1931). 

76 Int. Rev. Code of 1939, § 162(d) (3) (A). 

Id. § 162(d) (3) (B). 

78 Id. § 162(d) (1). 
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The 1954 Code discards the pre-sixty-five day rule and the post-sixty- 
five day rule except in the one situation of very limited importance referred 
to previously.*® The annuity problem is dealt with under the general rule 
to the effect that all distributions, unless excluded, are considered distribu- 
tions of income except to the extent they exceed distributable net income. 
Accumulated income is covered by a five-year “throw-back” device. 

Briefly stated, this “throw-back” rule is to the effect that in any year 
in which there is a distribution in excess of distributable net income, such 
excess is treated as having been distributed in the most recent of the pre- 
ceding five years in which there has been income accumulated.8° Whether 
or not a distribution in excess of distributable net income is to be “thrown 
back” to preceding years depends upon the existence of an income ac- 
cumulation. An accumulation can exist only if there has been undistrib- 
uted net income during one of the five preceding years. Undistributed net 
income for any taxable year is the excess of distributable net income of 
the trust for such taxable year over the sum of (1) income for such taxable 
year required to be distributed currently, plus (2) any other amounts 
properly paid, credited, or required to be distributed in such taxable year, 
plus (3) the amount of federal income taxes imposed on the trust allocable 
to the undistributed portion of the distributable net income.*! Thus, “un- 
distributed net income” is the amount by which distributable net income of 
a tax year exceeds the distributions for the year plus the federal income 
tax allocable to the undistributed portion of the distributable net income.®? 

An accumulation distribution of a trust for any taxable year is the 
amount (but only if more than $2,000.00) by which amounts properly 
paid or credited during such year exceed distributable net income of such 
year, reduced by any amount of income for such taxable year required to 
be distributed currently.** In other words, an accumulation distribution is 
the amount, if over $2,000.00, by which second-tier distributions during 
such year exceed the amount of distributable net income remaining after 
reduction for first-tier distributions. An accumulation distribution is not 
thrown back over the preceding years unless the excess is over $2,000.00. 
If it is over $2,000.00, the throw-back rule applies (the $2,000.00 being in- 
cluded) to the extent that there is “undistributed net income” which has 
accumulated for any of the preceding five years. If the distribution is 
deemed to be “an accumulation distribution,” it is treated as a second-tier 
distribution made on the last day of the preceding taxable year to the 
extent that there is “undistributed net income” for that preceding taxable 


19 See p. 421 supra; Int. Rev. Cope oF 1954, § 663(b). 
80 InT. Rev. Cope or 1954, § 666. 

81S. Rep. No. 1622, supra note 50, at 356. 

82 INT. Rev. Cope or 1954, § 665 (a). 

83 Id. § 665(b). 
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year, and the excess is carried back to each of the preceding years up to 
five years. 

The beneficiary is required to include the accumulation distribution 
in his current year’s income tax return §* and may take a credit against his 
own tax for the taxes paid by the trust with respect to such income.®> An 
effort is thus made to produce a result similar to that which would have 
prevailed if the distribution actually had been made in the previous year or 
years. If distributions had been made, the trust itself would not have paid 
income tax on the accumulation, and the distributions would have been 
larger. Although the distribution is, in effect, thrown back to preceding 
years, the beneficiary is not required to reopen his income tax returns for 
those years. He pays his entire tax in the year in which the distribution is 
made, but such tax is figured much as though distributions had been made 
in the prior years. There is a limitation upon the tax impact to the bene- 
ficiary in that the total tax payable by the beneficiary may not exceed the 
aggregate total of the taxes which would have been attributable to the ac- 
cumulation distributions had those amounts actually been distributed and 
included in the beneficiary’s gross income during the five prior years. The 
tax for the beneficiary will be the lower of (1) what the taxes would have 
been if the beneficiary had included the distributions in the five prior years, 
or (2) the additional taxes which he would have to pay if he included the 
entire accumulation distribution in the year made. 

Although these statutory provisions are based on the theory that the 
beneficiary will in all probability be in a higher income tax bracket than 
the trust, there may be situations in which the total taxes payable are less by 
reason of the application of the throw-back principle. The trust, however, 
is not permitted to obtain a refund for the excess taxes paid by it. Nor is it 
clear that the beneficiary is able to claim a refund for the year of distri- 
bution if the tax credit is greater than the beneficiary’s total tax for the 
year, 86 

There are a number of exceptions to the throw-back rule.8* The 
throw-back rule does not apply unless the accumulation distribution exceeds 
distributable net income by more than $2,000.00. In almost every year 
there will be some accumulation distribution inasmuch as distributable net 
income is reduced by corpus expenses although the actual amount distrib- 
uted to the income beneficiaries normally is not reduced by such expenses. 
Consequently, in many years there will be distributions in excess of dis- 
tributable net income, and, if such excess amounts to over $2,000.00, such 
excess is treated as having been distribution of a preceding year’s accumula- 
tion to the extent that there is such accumulation. 


% Id. § 668(a). 
85 Jd. § 668 (b). 
86 Jd. § 667. 

871d. § 665(b). 
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The throw-back rule does not apply to simple trusts or to estates. The 
throw-back rule by its terms is made applicable only to complex trusts, 
those governed by subparts C and D. Estates are expressly excluded from 
the application of the throw-back rule. 


An amount properly paid or credited to a beneficiary to meet the 
emergency needs of such beneficiary is not to be included in determining 
whether there has been an accumulation distribution.®* Although the origi- 
nal House Bill excluded amounts properly paid or credited for the “support, 
maintenance, or education” of the beneficiary, the law in its final form 
was made more restrictive. The Senate Committee Report comments on 
this change as follows: *° 


“. ... The attention of your committee was called to the fact that 
under the House bill this paragraph might exclude ordinary distribu- 
tions from the application of this subpart since many trusts are set up 
for the purposes of providing for the support, maintenance or education 
of their beneficiaries. Accordingly, your committee has limited the 
exclusion under this paragraph to only an amount which is distributed 
to a beneficiary clearly to meet his emergency needs. Whether or not 
a distribution falls within this paragraph depends upon the facts and 
circumstances causing such a distribution. A distribution based upon 
an unforeseen or unforeseeable combination of circumstances requiring 
immediate help to the beneficiary would qualify. However, the bene- 
ficiary must be in actual need of the distribution. The fact that a 
beneficiary has other sufficient resources would tend to negate the 
conclusion that a distribution was to meet his emergency needs.” 


The restrictive interpretation given the word “emergency” by the Senate 
Committee Report is bound to make this exception a rare one. 

Amounts paid, credited, or required to be distributed to a beneficiary 
out of income accumulated before such beneficiary attains the age of 
twenty-one are not to be included in determining whether there has been 
an accumulation distribution.°® The exclusion does not apply in the event 
the beneficiary dies prior to age twenty-one and distribution is made to an 
adult beneficiary. A problem may exist where there is an accumulation for 
a beneficiary until age twenty-five, a portion being made prior to age 
twenty-one, and a portion between the ages of twenty-one and twenty-five. 
It would appear that proration is in order and that the throw-back rule 
would apply for the period from age twenty-one to twenty-five. 

Certain distributions under existing trusts are excluded from the appli- 
cation of the throw-back rule.®! Amounts properly paid or credited to a 


88 Id. § 665(b) (2). 

89S, Rep. No. 1622, supra note 50, at 357. 
% Int. Rev. Cope or 1954, § 665(b) (1). 
%1 Td. § 665(b) (3). 
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beneficiary upon such beneficiary’s attaining a specified age or ages will 
~ not be included in the determination of an accumulation distribution, if 
(1) the total number of such distributions cannot exceed four with respect 
to such beneficiary, (2) the period between each such distribution is four 
years or more, and (3) as of January 1, 1954, such distributions were re- 
quired by the specific terms of the governing instrument. 

Final distributions are also excluded from the application of the throw- 
back rule unless they are made less than nine years after the date of the last 
transfer to the trust.®* The reason for the nine-year limitation is to prevent 
the setting up of trusts for the purposes of accumulating income and making 
final distribution within relatively short periods so as to avoid the application 
of the throw-back rule. 

More than one of these exceptions may apply during a given year. 
For example, if there is an accumulation distribution of $10,000.00 and 
$8,000.00 of it is for an emergency, the $2,000.00 limitation would prevent 
any part of the accumulation distribution from coming within the scope of 
the throw-back rule. Similarly, if a distribution is made at age twenty-three 
of $5,000.00 of accumulated income, $3,000.00 of which was accumulated 
prior to age twenty-one and $2,000.00 between age twenty-one and twenty- 
three, it would appear that the throw-back rule would not apply. If the 
amount distributed included in excess of $2,000.00 accumulated between 
age twenty-one and twenty-three, the rule would apply as to the amount 
accumulated between such ages. 

Although the throw-back rule with its exceptions is relatively simple 
in theory, it is actually complex in operation. It may prove to be too compli- 
cated in practice to be a suitable substitute for the pre-sixty-five and post- 
sixty-five day rules. 


GRANTORS AND OTHERS TREATED AS 
SUBSTANTIAL OWNERS 


The 1939 Code taxed a grantor with the income of a trust (1) if he, 
or a person not having a substantial adverse interest, possessed a power to 
revest the income or corpus in the grantor, or (2) if the income might be 
accumulated for future distribution to the grantor, distributed to him, or 
used to pay premiums on policies of insurance on his life.** The Supreme 
Court in Helvering v. Clifford ®* went beyond the explicit language of the 
1939 Code applicable to trusts in holding a grantor taxable under the 
general definition of gross income by reason of retained “dominion and 
control.” The Court commented on the retained reversionary interest, 


92 Td. § 665 (b) (4). 
% Int. Rev. Code of 1939, §§ 166, 167; Kennedy, op. cit. supra note 73, at §§ 6.01- 


6.19. 


* Helvering v. Clifford, 309 U.S. 331, 60 Sup. Ct. 554 (1940). 
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discretionary power over the beneficial enjoyment of the income, and 
administrative control. Using these aspects of the Clifford case as a basis, 
the Commissioner promulgated regulations setting forth the criteria for 
determining the taxability of a grantor under the definition of gross income 
stated in section 22(a) of the 1939 Code.% 

The 1954 Code restates the explicit language of the 1939 Code relating 
to the taxability of a grantor ** and incorporates in the statute the three- 
fold standard of the Clifford regulations for determining whether a grantor 
has retained such dominion and control over a trust as to warrant his being 
taxed with the income.®? Important in the 1954 Code are (1) a reversionary 
interest in the trust property which is to take effect within a relatively 
short time after the creation of the trust,®® (2) the retention of a power 
over the beneficial enjoyment of the income or the corpus of the trust,®® 
and (3) the retention of important administrative controls in a non-fiduciary 
capacity.!° The new sections taxing the grantor by reason of his “dominion 
and control” over the trust are made exclusive. Thus, the definition of 
gross income incorporated in the new section 61, which replaces section 
22(a) of the 1939 Code, cannot be used as a basis for taxing the income of 
a trust to the grantor by reason of his dominion and control over the 
trust.!°! The taxability of “Clifford-type” trusts are to be governed solely 
by subpart E of subchapter J. 


Power to Revoke 


The reservation of a power to revoke the trust by the grantor or a 
non-adverse party renders the grantor taxable on the trust income.!°? The 
terms “adverse party” and “non-adverse party” °° replace the phrase 
“person not having a substantial adverse interest” in the 1939 Code and the 


% U.S. Treas. Reg. 118, § 39.22(a)-21 (1953); Kennedy, op. cit. supra note 73, at 
§§ 6.20-6.29. 

%6 Int. Rev. Cope or 1954, §§ 676, 677; S. Rep. No. 1622, supra note 50, at 370-371. 

87 Int. Rev. Cope or 1954, §§ 673-675; S. Rep. No. 1622, supra note 50, at 364-370. 

*8 Int. Rev. Cope or 1954, § 673. 

9% Td. § 674. 

100 Td. § 675. 

101 Jd, § 671 reads in part: “No items of a trust shall be included in computing the 
taxable income and credits of the grantor or of any other person solely on the grounds 
of his dominion and control over the trust under section 61 (relating to definition of 
gross income) or any other provision of this title, except as specified in this subpart.” 
The Senate Committee Report points out, however, that this provision in section 671 
does not affect the principles governing the taxability of income to a grantor or an 
assignor other than by reason of his dominion and control over a trust. S. Rep. No. 
1622, supra note 50, at 365. Thus, it is still possible for the provisions of the new section 
61 to be important in situations involving assignments of future income and the taxation 
of such income to the assignor, whether or not the assignment is to a trust. 

102 INT. Rev. Cope or 1954, § 676, replaces Int. Rev. Code of 1939, § 166. 


103 Int. Rev. Cope or 1954, § 672. 
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old regulations.°%* A person who has a substantial interest in the trust 
property which would be adversely affected by the exercise or non-exercise 
of the power which he holds is an “adverse party.” Thus, it would seem 
that an “adverse party” is one possessing a definite economic interest who 
would not be likely to bow to the wishes of the grantor in respect to the 
exercise or non-exercise of a power. A person having a general power of 
appointment is stated to be an adverse party. If A creates a trust with in- 
come payable to B for life and B is given a general power of appointment 
over the trust, a retained power to revoke with the consent of B would not 
result in tax to the grantor. If the grantor retains a power to revoke, but 
such power cannot affect the beneficial enjoyment of the income for a 
period of at least ten years, such power does not make the grantor taxable 
until the expiration of such period.!% 


Income for Benefit of Grantor 


If the income of a trust is, or in the discretion of the grantor or a non- 
adverse party may be, without the consent of any adverse party, paid or 
accumulated for the benefit of the grantor, or used to pay premiums of 
insurance on the life of the grantor, such income is considered taxable to 
the grantor.1°% This general rule taken over from section 167 of the 1939 
Code is made subject to two exceptions. (1) Income used to pay premiums 
on policies of insurance irrevocably payable to charity is not attributed to 
the grantor.!°* (2) Income that, in the discretion of any person other than 


the grantor, may be applied for the support or maintenance of a beneficiary 
whom the grantor is legally obligated to support or maintain is not attrib- 
uted to the grantor, except to the extent so applied.1°8 


Retained Reversionary Interest 


A grantor is to be considered the owner of any portion of a trust and 
taxable on the trust income, if he has a reversionary interest in the corpus 
or in the income which may be expected to take effect within a period of 
ten years.!° This ten-year provision has been taken over from the Clifford 
regulations, but a second two-year reversionary period is also made im- 
portant. The grantor is not to be taxed by reason of a retained reversionary 
interest in a two-year trust where the income must be paid to a designated 
charitable institution.4° Where the trust is for the life of the income 
beneficiary, the reversionary interest is not considered to take effect within 


104 Int. Rev. Code of 1939, § 166; U.S. Treas. Reg. 118, § 39.22(a)-21 (1953). 
15 Int, Rev. Cope or 1954, § 676(b). 
106 Id, § 677(a). 


107 Id. § 677(a) (3). 
108 Td. § 677(b). 
109 Id. § 673(a). 
110 Td. § 673(b). 
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a period of ten years, even though the life expectancy of such income 
beneficiary is less than ten years.!!! 


Power to Control Beneficial Enjoyment 


The second criterion stated in the Clifford regulations is set forth in 
the new section 674. The grantor is to be taxed on the income of a trust 
where the beneficial enjoyment of the corpus or the income is subject to a 
power of disposition, exercisable by the grantor or a non-adverse party or 
both.1!2, This general rule is less important than the exceptions which fall 
into two classifications: (1) powers that may be held by the grantor or 
any other person, for example, a power exercisable only during the dis- 
ability of a current income beneficiary or during the period in which any 
income beneficiary is under the age of twenty-one, to pay income to such 
beneficiary or to add the income to corpus,!* and (2) powers that may be 
held only by persons who are not related or subordinate parties to the 
grantor.'!* Within the second classification is a power which enables the 
trustee to apportion income among a class of beneficiaries, provided that 
the power is limited by a reasonably definite external standard.115 


Administrative Powers 


The 1954 Code is more liberal than the Clifford regulations on the 
retention of administrative controls. Although the grantor is to be taxed 
where he has the ability to borrow or purchase trust property without full 
and adequate consideration, or to vote trust stock or control trust invest- 
ments where stock ownership is important from the standpoint of voting 
control, he may now borrow from the trust if the interest rate is adequate 
and if the security is proper.1!® He may also direct the voting of stock, if 
he does so in a fiduciary capacity, or if his own holdings and those of the 
trust are not significant from the standpoint of voting control. He may also 
retain power over investments, in either a fiduciary or a non-fiduciary ca- 
pacity, if the securities are widely held and a family corporate control situ- 
ation is not present.147 


Person Other Than the Grantor Treated as Substantial Owner 


A person other than the grantor is to be treated as the owner of any 
portion of a trust with respect to which such person has the power exer- 
cisable solely by himself to vest the corpus or the income therefrom in 


111 Jd, § 673(c). 
112 Td. § 674(a). 
118 Td, § 674(b). 
114 Id. § 674(c). 
115 Id. § 674(d). 
116 Id, § 675. 

11 Id, § 675(4). 
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himself. Section 678 adopts the rule of Mallinckrodt v. Nunan,8 which is 
to the effect that a person other than the grantor who has the power to 
acquire the income or corpus of a trust is to be taxed with the trust income. 
In the case of a trust established by a husband for the benefit of his children, 
if his wife is given the power to take the trust property, she is to be treated 
as a substantial owner and the trust income is to be taxed to her.!® It is 
stated that a person other than the grantor is not to be taxed on any income 
by reason of a power vested in him as trustee or co-trustee to apply income 
for the support of his dependents, except to the extent the income is so 
applied. This is referred to as a “liberalizing” provision in the Senate Com- 
mittee report,!*° but prior law did not tax a trustee or co-trustee on trust 
income by reason of a power to apply such income for the support of his 
dependents, whether so applied or not. The implication of this provision 
is that if a trustee or co-trustee has a power to apply trust income for the 
support of his dependents, he may now be taxed to the extent income is so 
applied. 


CONCLUSION 


Although subchapter J draws upon a number of well-established prin- 
ciples of the income taxation of trusts and estates, it is fundamentally a 
new law. It is designed to solve certain troublesome tax problems, and in 
a number of areas uncertainty has given way to certainty. Analysis and 


experience are bound to disclose weaknesses and points at which the law 
may be improved and simplified. As enacted, it affords a firm theoretical 
basis for developing a sound law for the taxation of trusts and estates, but 
it would be a serious error to consider its present form perfect. 


118 146 F.2d 1 (8th Cir. 1945), cert. denied, 324 U.S. 871, 65 Sup. Ct. 1017 (1945). 
1189S, Rep. No. 1622, supra note 50, at 371. 
120 [bid, 





PROVISIONS GOVERNING 
CORPORATIONS 


BY JOHN S. PENNELL * 


MANY OF THE PROVISIONS of the Internal Revenue Code of 1954? 
dealing with corporations apply as well to other taxpayers. These provi- 
sions, treating mainly with income, expenses and accounting methods, have 
been ably discussed by Paul Freter in the first article in this symposium; * 
and we may, therefore, gratefully lay them aside and turn our attention to 
those provisions peculiar to corporations. Even so, we will not consider 
those provisions dealing with special groups such as insurance companies,* 
banking institutions,* regulated investment companies,® etc. This leaves for 
our consideration subchapter C dealing with corporate organizations and 
reorganizations, distributions, and liquidations. 

Even with the area of discussion so limited, available space will not 
permit of a comprehensive review of all of the problems that will be found 
in subchapter C of the Code. Many of the problems and more of the 
answers remain to be found, much less discussed. 

Many of the provisions we will consider are not new in the 1954 Code. 
They have been carried over from the Internal Revenue Code of 1939 with 
little or no change in meaning or effect. Other provisions are completely 
new, and their precise meaning remains to be developed. A third group 
consists of provisions brought over from the 1939 Code with changes to 
accomplish a result not clear or not possible under the 1939 Code. This 
third group, requiring interpretation against a background of previous in- 
terpretation, may well cause the greatest difficulties. 

In conformance with one of the purposes of the 1954 Code—the desire 
to rearrange the law in a more orderly and logical manner ® —the pro- 
visions which we will here examine have been gathered together in sub- 
chapter C of chapter 1 of subtitle A of the Code. Within the subchapter are 
six parts, each dealing with a different portion of the total field. Part I, sec- 


* JOHN S. PENNELL. A.B. 1938, J.D. 1940, University of Michigan; 
author of numerous articles in the tax law field; partner in the firm of 
McDermott, Will & Emery, Chicago, Illinois. 


1Int. Rev. Cope or 1954, §§ 1-8023. Further Code references, unless otherwise indi- 
cated, will be solely to sections of the Internal Revenue Code of 1954. This article was 
prepared under the Proposed Regulations published in 1954 and prior to the issuance of 
final regulations. Final regulations were issued on December 3, 1955, and an Addendum 
has been added, infra p. 487, to reflect some of the changes made in the regulations. 

2 See Freter, Business Income, Expenses, and Accounting Methods, supra p. 357. 

3 Int. Rev. Cope or 1954, §§ 801-842. 

47d. §§ 581-601. 

5 Id. §§ 851-855. 

®S. Rep. No. 1622, 83d Cong., 2d Sess. 1 (1954). 
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tions 301-318, deals with Distributions; part II, sections 331-346, with Liqui- 
~ dations; part III, sections 351-368, with Organizations and Reorganizations; 
part IV, sections 371-373, with Insolvency Reorganizations; part V, sections 
381-382, with the new concept of carry-overs; and part VI with the effec- 
tive dates of the other parts. 

To a large extent each of the parts is complete within itself. Reference 
may be had to another part to avoid repetition of definition, but for most 
other purposes the total effect of a transaction may usually be determined 
within the part dealing with that transaction, almost certainly within sub- 
chapter C itself. Perhaps the most noticeable change from the 1939 Code in 
this respect is that the rules for determining basis of stock or property in- 
volved in a subchapter C transaction are in the part dealing with the par- 
ticular transaction itself rather than being gathered together in a separate 
section of their own.7 

With this bird’s-eye view of the subchapter as a whole, we can now 
turn to a more critical examination of the various individual provisions. 


PART I. DISTRIBUTIONS BY CORPORATIONS 


Part I of subchapter C deals with all corporate distributions which are 
not in partial or complete liquidation of the corporation, including non- 
liquidating distributions in redemption of stock as well as distributions not 
involving stock redemptions. 


DISTRIBUTIONS OF PROPERTY 


Section 301 provides the general rules for taxing to shareholders all 
corporate distributions of “property” made with respect to their stock. 
These general rules apply to all non-liquidating distributions, whether from 
earnings or from capital, and whether or not in redemption of stock. Section 
302 provides special rules for some stock redemptions, but if the transaction 
does not qualify under that section, it is governed by section 301. In gen- 
eral, section 301 is derived from section 115 of the 1939 Code and retains 
some of the meaning as well as inheriting some of the unanswered questions 
of that section. In addition, the section raises some new problems. 

Typical of the Code, which seems to spend a great deal of time 
doubling back on itself, is that “property” is defined in section 317 as being 
“property” but not including stock (or stock rights) of the distributing 
corporation, although these too may be considered property under certain 
conditions.® 

Determination of the amount of a distribution depends upon the nature 
of the shareholder. If the shareholder is non-corporate, the amount of a 


7 Cf. Int. Rev. Code of 1939, § 113. 
S Int. Rev. Cope or 1954, § 305(b). See discussion, p. 455 infra. 
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distribution is the amount of money received plus the fair market value 
(as of the date of distribution) of the other property received, identical 
with the treatment of all shareholders under the 1939 Code.® However, if 
the shareholder is a corporation, section 301(b)(1)(B) limits the amount 
of the distribution to the money received plus the lesser of the fair market 
value or adjusted basis to the distributing corporation of any other property 
received (increased by any gain realized to the distributing corporation 
under section 311(b) or (c)). 

The amount of a distribution is to be reduced (not below zero) by any 
liability which the shareholder, whether corporate or non-corporate, 
assumes in connection with the distribution or to which the property 
received is subject.!° 

This special treatment of distributions in kind to a corporation was 
foreshadowed by the 1950 amendment to section 26(b) of the 1939 Code, 
which limited the dividend-received credit to eighty-five per cent of the 
adjusted basis to the distributing corporation of property distributed as a 
dividend, although requiring the distributee to include the property in 
income at its fair market value.'! The inequity is now corrected, but the 
proposed regulations create a problem in the case of a “bargain purchase” 
by a shareholder from his corporation. 

Under the 1939 Code, if a shareholder bought property from a cor- 
poration at less than its fair market value, he was treated as having received 
a dividend in the amount by which the fair market value exceeded the 
purchase price.'? Section 1.301-1(j) of the proposed regulations 1? pro- 
vides similar treatment under the 1954 Code, treating the excess of value 
over price paid as a distribution subject to section 301. In the case of an 
individual shareholder, the amount of the distribution is still the excess of 
the fair market value of the property over the amount paid for it. 

In the case of a corporate shareholder, this same rule will apply if the 
fair market value of the property is less than its basis and the price paid is 
less than fair market value. However, if the fair market value of the prop- 
erty is greater than its adjusted basis, the adjusted basis is divided into two 
portions based upon the relation of the amount paid to the fair market value 
of the property. The amount of the distribution is that portion of the basis 
allocable to the portion of the value not paid for. 

The proposed regulations illustrate this treatment with the following 
example: 

A, a corporate shareholder of Corporation X, buys from X for $40 


9° Compare Int. Rev. Cove or 1954, § 301(b) (1) (A), with Int. Rev. Code of 1939, 
§ 115(j). 

10 INT. Rev. Cope or 1954, § 301(b) (2). 

11 Int. Rev. Code of 1939, § 122, as amended, 64 Strat. 919 (1950). 

12U.S. Treas. Reg. 118, § 39.22(a)-1(b) (1953). 

13 Proposed Regs., 19 Fep. Rec. 8238 (1954). 
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property with a fair market value of $100 and an adjusted basis to X of $25. 
~ A will be treated as having purchased two-fifths of the property (the ratio 
of the $40 payment to the $100 value) and as having received a distribution 
of three-fifths of the property (the ratio of value not paid for, $60, to total 
value, $100). Applying these ratios to the basis of the property ($25), A 
will have received a distribution of $15. If the entire property had been 
distributed, the shareholder would have received a distribution of only $25, 
the adjusted basis. Having paid more than that for the property, the share- 
holder is treated as having received a distribution of $15. 

This treatment appears to be contrary to the intent of section 301 
(b)(1)(B) that an appreciation in value of property distributed in kind 
is not to be treated as a distribution, and there is some indication that the 
regulations will be changed before they are finalized. Proper treatment 
would seem to require “bargain purchase” treatment only if the amount 
paid by the shareholder is less than the amount that would have been 
treated as a dividend distribution had there been no payment, i.e., the lesser 
of fair market value or adjusted basis, and only this excess to be treated as 
a dividend. 


After the amount of the distribution has been determined, its taxability 
is based upon rules similar to those in section 115(a) of the 1939 Code. The 
portion of the distribution which is a dividend is to be included in gross 
income. Any part of the distribution which is not a dividend is to be 
applied first against and to reduce the basis of the stock in respect of which 
the distribution is made. Any excess over basis is to be treated as gain from 
the sale or exchange of property. 

As under the 1939 Code, a dividend is defined in section 316 as any 
distribution of property from earnings and profits of the current year 
(computed as of the close of the year without diminution by distributions 
made during the year), or from earnings and profits accumulated after 
February 28, 1913. Any distribution out of increase in value accrued prior 
to March 1, 1913, shall be exempt from tax. 

Under the 1939 Code, considerable confusion was caused by the deci- 
sions in Commissioner v. Hirshon Trust ** and Commissioner v. Godley’s 
Estate 45 as to how much of a distribution was to be treated as from earnings 
and profits when the value of the property was more, but its basis was less, 
than the corporate earnings and profits. 

Both of these cases dealt with the general situation of a corporation 
with earnings and profits of say $75.00, distributing as a dividend to an in- 
dividual shareholder property with a fair market value of $100.00 but an 
adjusted basis of only $50.00. The question was whether the shareholder 


14213 F.2d 523 (2d Cir. 1954). 
5 213 F.2d 534 (3d Cir. 1954). 
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received a dividend of $75.00, the limit of the corporate earnings and profits, 
or of $100.00, the fair market value of the property distributed. 

In each case, the court of appeal held the dividend to be the full fair 
market value of the property even though in excess of earnings and profits. 

The Tax Court had decided the Godley case to the contrary while the 
1954 Code was being considered by the House of Representatives.!® Section 
310 of H.R. 8300 provided that the distributing corporation’s earnings and 
profits were to be reduced by the basis of the property, and, because of the 
Tax Court decision in the Godley case, in its committee report the House 
announced the section to be a clarification of existing law.'7 

The Senate retained the same provision in section 312, but, in view of 
the intervening courts of appeal action in Hirshon and Godley, it was 
pointed out that the rule did not clarify existing law as stated by the House 
Report but was a rule contrary to the decision in the Hirshon and Godley 
cases.18 

Although both the House and Senate provisions appear in sections of 
the Code dealing with the corporate treatment of its earnings and profits 
account after the distribution and do not appear in the sections dealing with 
tax treatment to the shareholder, there is little doubt that Congress intended 
to overrule by legislation the decisions in Hirshon and Godley. The Senate 
Committee Report is clear and gives examples showing that the taxable 
amount of the distribution is limited to the earnings and profits without in- 
crease by the unrealized appreciation of the property transferred. Any 
lingering doubt as to that intent should have been dispelled by the summary 
of the new provisions of the Code published by the staff of the Joint Com- 
mittee on Internal Revenue Taxation.'® This summary uses the same ex- 
ample used in the Senate Committee Report (which is the example used 
above) and closes with this statement: ?° 


‘.... Lhe recipient stockholder is treated as having received a divi- 
dend only to the extent of the corporate earnings and profits at the 
time of distribution, in this case $75.” 


Despite these clear expressions of Congressional intent, the proposed 
regulations in sections 1.316-(a)(2) and (3) apparently attempt to retain the 
contrary Hirshon and Godley rules. There seems to be no justification for 
this regulation. Despite a recent well-applauded statement denying any 


16 Estate of Ida S. Godley, 19 T.C. 1082 (1953). 

17H. R. Rep. No. 2543, 83d Cong., 2d Sess. A94 (1954). 

18S, Rep. No. 1622, supra note 6, at 248. 

19 SUMMARY OF THE NEw PRovISIONS OF THE INTERNAL REVENUE Cope oF 1954, pre- 
pared by the Staff of the Joint Committee on Internal Revenue Taxation (Feb. 1955), 
U.S. Govt. Printing Office. 

20 Id. at 36. 














‘ 








Faw] PROVISIONS GOVERNING CORPORATIONS 441 
attempt by the Internal Revenue Service to legislate by regulation,?! it is 
difficult to explain the proposed regulation as anything else.?? 


DISTRIBUTIONS IN REDEMPTION OF STOCK 


Despite the general application of section 301 to all non-liquidating 
corporate distributions whether or not in redemption of stock, under the 
special circumstances set forth in section 302, distributions in redemption 
of stock are to be treated as payment in exchange for the stock and conse- 
quently as capital transactions. 

Redemption is defined in section 317 as any acquisition by a corporation 
of its stock from a shareholder in exchange for property. The disposition 
which the corporation makes of the stock has no effect, and it may be can- 
celled, retired, or held as treasury stock. 

This special treatment is provided in four situations, none of which 
would qualify as either a partial or complete liquidation. Existence of a 
partial liquidation depends upon the status of the corporation doing the re- 
deeming, where as existence of one of the special situations depends upon the 
status of the shareholder whose stock is being redeemed. 

If a redemption would qualify both as a partial liquidation and under 
one of the provisions of section 302, it is treated as a partial liquidation, and 
none of the limitations set forth in section 302 will be applicable. 

All property received in a distribution under section 302 is to be taken 
at its fair market value at the time of the distribution, the special rule of 
section 301(b)(1)(B) having no application here. 

Wherever ownership of stock must be determined under section 302, 
section 302(c) requires that the constructive ownership rules of section 318 
be applied. These rules convert the otherwise simple provisions of section 
302 into a veritable maze of complication.” 


Redemptions Not Equivalent to Dividends 


Although the House version of the Code relied solely upon specific 
statutory guides to determine the tax consequences of every stock redemp- 
tion, the Senate version, which was ultimately adopted, also includes in 
section 302(b)(1) the old “essentially equivalent” test of section 115(a)(1) 
of the 1939 Code. The Senate Finance Committee Report specifically states 


21 Address by Comm’r of Int. Revenue, T. Coleman Andrews, Chicago Executive 
Club Luncheon Meeting, February 25, 1954. 

*21In a recent case, Harry H. Cloutier, 24 T.C. No. 113 (Sept. 19, 1955), the Tax 
Court refused to follow the holdings in the Hirshon and Godley cases. The Cloutier case 
is significant also for the fact that the Commissioner was contending that the Hirshon 
and Godley rules applied even though earnings and profits were less than the basis of 
the distributed property. In another recent case, Michael Erburu, 23 T.C. No. 104 
(1955), the Commissioner was defeated in attempting to extend the rule to a case where 
the corporation had no earnings and profits. 

23 See discussion, p. 448 infra. 
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the intent to incorporate “existing law” as well as to provide three definite 
standards to provide certainty in specific instances.** 

It seems apparent that the Senate intended to provide for redemptions 
taxable as capital transactions even though not qualifying under one of the 
specific formula provisions. However, the “essentially equivalent” test is 
difficult of administration, because it is without precise standards and was 
the source of considerable litigation under the 1939 Code. The Finance 
Committee Report states that the test to be used is the one “currently em- 
ployed under section 115(g)(1) of the 1939 Code,” but there is no indica- 
tion as to what that test may be. Neither are the proposed regulations of 
any help. They merely provide, as did the old regulations, that all distribu- 
tions in pro rata redemption of part of the stock of the corporation will 
ordinarily be treated as an ordinary dividend. Similar treatment will be 
given to the redemption of all of one class of stock, if all classes of stock 
outstanding at the time of the redemption are held in the same proportion.”® 


Many redemptions that would have qualifigd as exchanges under the old 
section 115(g) (1) as not essentially equivalent to a dividend are now covered 
by other specific provisions such as complete termination of a shareholder’s 
interest, or a bona fide partial liquidation, thus reducing the potential area 
of application of the “essentially equivalent” test under the 1954 Code. 


Substantially Disproportionate Redemptions 


Of the three definite standard tests perhaps the most novel is the so- 
called “substantially disproportionate redemption” test of section 302(b) (2). 
For a distribution in redemption to qualify, the shareholder after redemption 
must own less than fifty per cent of the voting power of the corporation; 
the ratio of his voting stock to total voting stock after redemption must be 
less than eighty per cent of that ratio before redemption; and his ratio of 
common stock (whether or not voting) to total common stock after re- 
demption must be less than eighty per cent of that ratio before redemption. 


Although these rules appear relatively simple at first reading, they pose 
some traps for the unwary. The proposed regulations are unusually brief 
and offer little assistance. However, careful mathematics and the constant 
awareness that if a shareholder owns any common stock a redemption must 
include a portion of that common to qualify, should ease the path unless 
the constructive ownership rules are applicable. 

However, if a shareholder owns only non-voting preferred stock, a 
portion of which is to be redeemed, the tax effect is not clear. The Senate 
Finance Committee Report states the intent to have the disproportionate 
redemption provision apply to a redemption of preferred stock as well as to 


24S. Rep. No. 1622, supra note 6, at 233. 
25 Proposed Regs., § 1.302-2, 19 Fep. Rec. 8239 (1954). 
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a redemption of common stock.” Yet if the shareholder owns no common 
~stock or no voting stock prior to the redemption, there is a certain dialectic 
difficulty in saying that after the redemption he owns less than eighty per 
cent of what he owned before the redemption. Technically, however, under 
the precise language of section 302(b) (2), it is necessary that the redemption 
accomplish such a reduction. Even assuming that the congressional intent 
and not the technical language of the Code will govern, there is still uncer- 
tainty. Will it be necessary to redeem sufficient of the non-voting preferred 
so that the ratio of the preferred owned by the shareholder to total preferred 
after the redemption is less than eighty per cent of that ratio before the re- 
demption? It would seem to be a logical deduction, and yet the whole pur- 
pose of section 302(b)(2) seems to be to require a substantial reduction in 
voting control and equity interest, a purpose which can have no meaning 
when only non-voting preferred stock is at stake. Unfortunately the regula- 
tions make no attempt to answer these problems. It may be that the problem 
escaped the notice of Congress and the regulation writers, or the apparent 
lack of coverage may be intentional on the theory that section 302 will have 
no application, and the situation must qualify, if at all, under the essentially 
equivalent test of section 302(b) (1). 

Although the Commissioner has had a certain amount of success in 
integrating step transactions to prevent tax avoidance,2* Congress made 
specific provision for such integration in this instance. Section 302(b) (2) 
(D) provides that if the redemption is made pursuant to a plan which has as 
its purpose or its effect a series of redemptions, the ultimate result being that 
the distribution is not substantially disproportionate with respect to the 
shareholder, taking into account all of the redemptions, the redemption will 
not qualify under this provision. 

As in all redemptions seeking to qualify under section 302, stock owner- 
ship is determined by applying the constructive ownership rules of section 
318. 


Termination of Shareholder’s Interest 


The second definite standard is found in section 302(b) (3) which pro- 
vides that if a redemption is in complete redemption of all of the stock 
owned by a shareholder, it will qualify as a capital transaction rather than 
as a distribution subject to dividend treatment. 

Qualification appears to be easy until the constructive ownership rules 
of section 318 are applied, as they must be to this as to all other determina- 
tions of ownership under section 302. 

Since 1928, the regulations have provided that the redemption of all the 
stock of a particular shareholder so that he ceases to be interested in the 


26S. Rep. No. 1622, supra note 6, at 234. 
21 E.g., Minnesota Tea Co. v. Helvering, 302 U.S. 609, 58 Sup. Cr. 393 (1938). 
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affairs of the corporation is not substantially equivalent to a dividend.”* 
The Treasury apparently felt that undue advantage was being taken of this 
provision in those cases where two members of the same family owned all 
of the stock of a corporation which redeemed the stock owned by one of 
them under protection of this provision. In such a case the Commissioner 
thought that the family should be treated as a unit and made a number of 
unsuccessful attempts to escape the effect of the regulation by resorting 
to his own rules of constructive ownership. 

He was generally unsuccessful in the courts,?® but continued to assert 
the position in informal policy rulings. In 1951, he proposed to amend the 
regulation to limit it to situations where members of the shareholder’s 
immediate family did not continue to be interested in the corporation. 
The proposed amendment to the regulations was published in the Federal 
Register,®® but met with such criticism that it never became final. 

The Commissioner’s persistence was rewarded in the 1954 Code by 
adoption of the constructive ownership rule. In some respects it could be 
said he was given a bonus for that persistence. Prior to the 1954 Code, the 
Commissioner attempted to take into account only family ownership. The 
1954 Code permits him to look also to stock owned by partnerships, trusts, 
estates, and corporations in which the stockholder is interested.* 

The door has not been completely closed on the stockholder, however. 
Although he can never escape being considered the owner of stock owned 
by partnerships, trusts, estates, and corporations in which he is interested, 
under certain circumstances he will not be considered the constructive owner 
of stock owned by his family in case of a complete redemption of his stock.” 

The conditions to this boon, however, are stringent and to some extent 
onerous, although perhaps necessary to accomplish the desired purpose. 
Immediately after the distribution in complete redemption, the shareholder 
may have no interest in the corporation other than as a creditor and may not 
acquire any such interest within ten years from the date of the distribution 
except by bequest or inheritance. He must file with his District Director of 
Internal Revenue an agreement binding himself to notify the Commissioner 
of any such acquisition and must further maintain such records as may be 
necessary “for the application of this paragraph.” Section 1.302-4 of the 
proposed regulations adds further conditions to these requirements. 

The “interest of a creditor” that the distributee is entitled to retain will 
be considered such only if his rights are not greater than is necessary for the 


28 U.S. Treas. Reg. 74, art. 629 (1929); U.S. Treas. Reg. 118, § 39.115(g)-1 (1953). 
*9 F.g., Estate of Ira F. Searle, 9 CCH Tax Ct. Mem. 957 (1950), P-H 1950 T.C. 
Mem. Dec. 4 50260. 
80 Proposed Amendment to U.S. Treas. Reg. 111, § 29.115-9, 16 Fep. Rec. 10312 
(1951). 
31 See discussion of constructive ownership rules p. 448 infra. 
82 Int. Rev. Cove or 1954, § 302(c) (2). 
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enforcement of his claim. The Commissioner’s judgment must thus be con- 
sidered in determining the best protection for the shareholder’s rights as a 
creditor if payment for the redeemed stock is to be made over a period of 
years. 

The proposed regulations also provide that creditor status is lost if pay- 
ments for the stock depend in amount, regularity, or certainty upon the 
earnings of the corporation. This is apparently to be a blanket rule without 
regard to the needs of the corporation or whether under the circumstances 
such an arrangement is proper or even necessary. The proposed regulations 
in effect prohibit the stockholder from having a security lien on the stock 
being redeemed by implying that acquisition of the stock in enforcement of 
his rights will be an acquisition of an interest in the corporation beyond that 
of a creditor. Acquisition of corporate assets in enforcement of the creditor’s 
rights is allowable. 

Compliance with other aspects of the ten-year deep freeze on reacquisi- 
tion of an interest will also be difficult. The Code prohibition against acqui- 
sition of a non-creditor interest is directed toward an interest in the redeem- 
ing corporation. Section 1.302-4(c) of the proposed regulations extends that 
prohibition to bar acquisitions of stock of any subsidiary of the redeeming 
corporation, of any successor to the redeeming corporation, and, in some 
circumstances, of the parent of the redeeming corporation. 

The regulations do not define “subsidiary” for these purposes. There 
is no indication as to whether eighty per cent control is required or if fifty 
per cent is enough, or ten per cent, or one per cent. Although some provi- 
sion of this type is probably necessary to prevent tax avoidance, a measur- 
able standard should be provided. 

The prohibition against acquisition of an interest in a successor to the 
redeeming corporation is also without a definite standard. Literally applied 
this provision would seem to cover the following situation: F and S, father 
and son, own all of the stock of Corporation A. In 1955, the stock of F is 
completely redeemed under section 302(b)(3) as an exchange. In 1960, S 
sells all of his stock to a stranger. In 1964, Corporation A is assimilated into 
General Motors by merger or by purchase of stock from the stranger fol- 
lowed by liquidation, and F owns a share of stock in General Motors. 

According to this regulation, F will have violated the freeze on reacqui- 
sitions of an interest; and the 1955 redemption will, in 1965, be treated as 
an ordinary dividend under section 301 with interest on the deficiency from 
1955, even though at the time of the merger neither the shareholder nor 
his family had any remaining interest in Corporation A and had no voice in 
the merger. Such a result goes far beyond the statute and seems both un- 
necessary and unwarranted and another example of legislation by regulation. 

The requirement of a promise to notify the Commissioner of a for- 
bidden acquisition is not difficult to fulfill. However, the demand that the 
distributee retain records may be difficult to meet. The proposed regulations 
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require retention “of income tax returns and any other records indicating 
fully the amount of tax which would have been payable had the redemption 
been treated as a distribution subject to section 301.” Only the corporate 
records showing earnings and profits for the year of redemption and ac- 
cumulated earnings and profits will provide the full information demanded. 
The distributee’s own tax returns would normally not be sufficient. In the 
example noted above, the corporate records may not be available through 
no fault of the distributee, leaving him unable to comply with another con- 
dition. 

These conditions to the non-attribution of ownership of family stock 
in a complete redemption of one shareholder’s interest may be so onerous 
as to limit the effective use of this redemption provision. Not only are the 
conditions difficult to meet, but acquisition of a forbidden interest within 
the ten-year period can be costly. If there is such an acquisition, the 
statute of limitations is extended so that any deficiency resulting from the 
acquisition can be assessed at any time within a one-year period following 
the date on which the distributee, in conformance with his prior agreement, 
notifies the Commissioner of his forbidden acquisition. 

The acquisition permits attribution of family-owned stock to the dis- 
tributee and, if reliance upon section 302(c)(2) was necessary in the first 
instance, will usually result in failure of the redemption to qualify as a 
complete termination. The original redemption will be denied the exchange 
treatment of section 302 and will be treated as a distribution under section 
301. Any deficiency which results will bear interest under the normal 
interest rules for the entire period from the original redemption and the 
forbidden acquisition. The Senate Finance Committee Report indicates 
that a credit against the deficiency is to be allowed for any tax paid at 
capital gains rate at the time of the termination of the shareholder’s interest, 
and no other corrections of tax for the year of the redemption are to be 
permitted.*3 

There is still a further qualification which, if not met, cancels com- 
pletely this exception from attribution of family-owned stock and makes 
all constructive rules of section 318 applicable even in a supposed complete 
termination of a shareholder’s interest. This result will happen (a) if the dis- 
tributee acquired any part of his stock, directly or indirectly, during the 
ten-year period immediately preceding the redemption from a person whose 
stock at the time of the distribution would be attributed to the distributee 
under section 318(a); or (b) if, at the time of the distribution, any person 
owns stock the ownership of which would be attributable to the distributee 
and such person has acquired any stock in the corporation (not necessarily 
the stock involved) from the distributee within the ten-year period im- 
mediately preceding the date of the distribution, unless the stock so acquired 


38S. Rep. No. 1622, supra note 6, at 236. 
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from the distributee is also redeemed in the same transaction. Any acquisi- 
tion is proscribed, those for consideration as well as those by gift. 

This rule is particularly vicious in that it will be applicable to redemp- 
tions for the ten-year period following the adoption of the new Code but 
will be governed by transactions that took place prior to the adoption of 
the Code. For example, if, at any time after 1944, an individual owning all 
of the stock of a corporation gave or sold half of that stock to his wife, any 
redemption of the stock held by the wife within ten years of her acquisition 
will not qualify as a complete termination of her interest nor will any re- 
demption of the husband’s stock so qualify unless at the same time the wife’s 
stock is redeemed. Although escape from this last rule is available if the 
acquisition of stock within the ten years preceding the redemption did not 
have as one of its principal purposes the avoidance of federal income tax,** 
the actual relief afforded by this provision is not anticipated to be great. 

The net result seems to be that the complete termination provision will 
be very useful if the constructive ownership rules are not applicable. If they 
are applicable, the provision may be of little help even with the exception 
provided in the case of family-owned stock. 


Stock Issued by Railroad Corporations 


This third definite standard for treating stock redemptions as capital 
transactions rather than ordinary distributions is applicable only to the some- 
what rare situation where the stock being redeemed is stock that was issued 
by a railroad corporation pursuant to a plan of reorganization under section 
77 of the Bankruptcy Act.* 

It is clear that the definite standards tests are alternative to the essentially 
equivalent test, and a redemption which can meet the essentially equivalent 
test will be treated as an exchange even though it could not qualify under 
one of the other three. It is also clear that if a redemption would qualify 
either as a disproportionate redemption, a redemption not equivalent to a 
dividend, or under the railroad corporations provision, as well as qualifying 
under the complete termination of interest provision, then the prohibition 
on reacquisition of stock within ten years after the redemption will not 


apply.%¢ 
Non-Qualifying Redemptions 


If a non-liquidating distribution in redemption of stock does not qualify 
under section 302, then it is completely subject to the rules of section 301. 
Although even under that section the portion of the distribution not out of 
earnings and profits is taxed as in an exchange, as under section 302, major 


34 Int. Rev. Cope or 1954, § 302(c) (2) (B). 
35 Jd. § 302(b) (4). 
86 1d. § 302(b) (5). 
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differences in treatment exist between a section 301 and a section 302 dis- 
tribution. 

If a distribution in redemption of stock qualifies under section 302, only 
the excess over basis is subject to tax. If the distribution does not so qualify 
and is taxed under section 301 to the extent it is out of earnings and profits, 
it is taxed in full as ordinary income without reduction for the basis of the 
shares redeemed. Neither the Code nor the proposed regulations make pro- 
vision for treatment of the basis of the redeemed stock. Perhaps that basis 
is forever lost. Another possible treatment is to add the basis to the remain- 
ing stock as in the case of a contribution to surplus or capital. 

If the distribution in redemption is from an increase in value accrued 
prior to March 1, 1913, the full amount received is treated as payment in 
exchange for the stock if the redemption qualifies under section 302, but the 
distribution is specifically not taxable if it does not qualify under section 302 
and is subject to section 301. 

One further point is worthy of note. A distribution in redemption of 
stock which does not qualify under section 302 falls under section 301, 
whether the distribution is from earnings and profits or from capital. If a 
distribution is less than the basis of the stock redeemed, and the redemption 
qualifies under section 302, loss is recognized. If the distribution is subject 
to section 301, however, and is from capital, no provision is made for recog- 
nition of the loss. If the redemption completely terminates the shareholder’s 
interest (but does not qualify under section 302(b)(3)), the loss apparently 
is never recognized. The proposed regulations make no attempt to cover 
this situation, and it seems doubtful that any such attempt will be made des- 
pite the Commissioner’s ability to regulate beyond the terms and intent of 
the Code. 


CONSTRUCTIVE OWNERSHIP 


This would seem to be a good place to explore the Pandora’s box of 
section 318 and to release the constructive ownership rules of stock in that 
section to plague the tax world forevermore. Although the rules appear 
simple enough upon a casual reading, an attempt to apply them to a closely- 
held corporation results in a virtual maze of criss-crossing paths, back and 
forth and ’round and ’round searching for an exit. It has reminded at least 
one writer of the mating dance of the scorpions in Walt Disney’s “The 
Living Desert.” 37 

Under section 318(a)(1)(A), an individual is considered as owning the 
stock in a corporation which is owned, directly or indirectly, by or for his 
spouse (unless legally separated or divorced), his children and grandchildren 


87 Owen, Stock Redemptions and Partial Liquidations Under the 1954 Code, 32 
Taxes 979, 988 (1954). 
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(including those adopted), and his parents. Constructive ownership in this 

* group is strictly on lines of ascent and descent. There is no attribution of 
ownership between brothers, for example, and under this provision there can 
be none. Generally, stock constructively owned by a person is considered 
actually owned by him for purposes of another application of the rules to 
attribute ownership to still another. However, constructive family owner- 
ship rules can be applied only once in a particular chain. Thus, if F, and his 
two sons, A and B, each own one-third of the stock of a corporation, the 
stock of A and B can be attributed to their father F to make him construc- 
tive owner of all the stock. But the rule cannot be applied twice, first to 
make F constructive owner of A’s stock, and second to pass that constructive 
ownership on to B.88 

If an individual is a member of a partnership or the beneficiary of an 
estate which owns stock in a corporation, he shall be considered as owning 
his proportionate share of the stock owned by the partnership or the estate. 
Conversely, the partnership or the estate shall be considered as owning 
the stock owned by each of its members or beneficiaries. Example (5) in 
section 1.318-2(b) of the proposed regulations indicates that only one having 
a direct present interest in the income of an estate is to be considered a 
beneficiary of the estate for these purposes. 

The beneficiary of a trust is considered as owning the stock owned by 
the trust in proportion to his actuarial interest in the trust. Again, conver- 
sely, the trust is considered to own the stock owned by its beneficiaries 
except for those beneficiaries whose interest in the trust is a remote con- 
tingent interest. A contingent interest in a trust for these purposes is con- 
sidered remote if, actuarially computed, it is five per cent or less of the 
value of the trust property. 

If an individual owns fifty per cent or more in value of the stock of a 
corporation, he will be considered as owning his proportion of stock 
owned by the corporation. The corporation will be considered as owning 
all stock owned by the individual. Section 1.318-3(b)(1) of the proposed 
regulations provides that a corporation will not be considered to own its 
own stock by reason of this provision. 

Constructive ownership cannot be avoided by an individual acquiring 
an option to acquire stock rather than acquiring the stock itself. Owner- 
ship of an option is considered ownership of the stock subject to the 
option. An option to acquire an option is considered an option to acquire 
stock. 

We noted above that ownership of two brothers cannot be attributed 
to each other through their father under the family ownership rules. How- 
ever, if the father dies and the brothers are beneficiaries of his estate, their 


38 Int. Rev. Cope or 1954, § 318(a) (4) (B); Proposed Regs., § 1.318-4, 19 Fep. Rec. 
8256 (1954). 
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stock ownership can be attributed to each other through the estate even 
though the estate owns no stock in the corporation. A similar result can 
be reached if they are partners although the partnership has no connection 
with the corporation, or if they are beneficiaries of the same trust. 

It is perhaps unnecessary to point out that this discussion does not 
cover all of the problems of constructive ownership. The examples given 
in the proposed regulations indicate how complicated the attribution rules 
may be. All that can be done here is to issue a warning that in every re- 
demption situation under section 302, the greatest care must be taken to 
determine the effect of the constructive ownership rules of section 318. 


REDEMPTIONS TO PAY DEATH TAXES 


Section 303 of the Code retains and broadens section 115(g)(3) of 
the 1939 Code. This provision first enacted in the 1950 Revenue Act *® 
permits the redemption of stock owned by a decedent under certain con- 
ditions and treats the distribution in redemption as in payment in exchange 
for the stock rather than as a dividend distribution. 

Without this section, estates which contained a substantial amount 
of stock in a family corporation could not sell a portion of the stock to 
the company to raise funds for estate taxes except at ruinous dividend rates, 
and thus might be forced to sell to outside interests, depriving the heirs 
of the family business. 

As originally enacted in 1950, capital gains treatment was permitted if 
the value of the stock included in the gross estate of the decedent repre- 
sented more than fifty per cent of the value of the decedent’s net estate, 
and the amount distributed in redemption was no more than was needed 
to pay federal estate and state succession taxes with interest. 

In 1951, the law was amended to substitute for the test of fifty per cent 
of net estate, a test of thirty-five per cent of the gross estate.*° Although 
apparently intended as a liberalization of the requirements, in many cases 
that could have met the fifty per cent of net estate test because of the 
marital deduction, the thirty-five per cent of gross estate test could not be 
met. 

Section 303 of the 1954 Code solves the problem by adopting both tests 
to be applied in the alternative so that compliance with either will qualify 
the redemption as an exchange. 

Section 303 is further broadened to permit distribution of enough to 
pay funeral expenses as well as federal estate and state succession taxes and 
interest. 

Another new provision of section 303 permits lumping together and 


89 Int. Rev. Code of 1939, § 209(a), as amended, 64 Stat. 932 (1950). 
0 Int. Rev. Code of 1939, § 320(a), as amended, 65 Stat. 498 (1951). 
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treating as the stock of one corporation for purposes of the thirty-five per 
‘cent and fifty per cent tests the stock of two or more corporations in each 
of which more than seventy-five per cent of the value of the stock is in- 
cluded in the decedent’s gross estate. Thus, although treated separately, 
none of the stock would meet the thirty-five per cent or fifty per cent 
tests, treated as a unit they might so qualify. In determining whether the 
decedent had the seventy-five per cent ownership, stock owned as com- 
munity property is to be treated as being owned by the decedent. It should 
be noted that this rule applies only to community-property stock and not 
to stock owned in other types of joint ownership. 

Still another liberalization extends the period of time in which the re- 
demption may be made. Under the 1939 Code, the redemption had to be 
made within the period of limitations for assessing deficiencies, three years 
from filing the return, plus ninety days. This often resulted in hardship, 
particularly if a Tax Court petition was pending. The executor was re- 
quired to make the redemption at his peril, not knowing the actual amount 
of estate taxes and very often not knowing the value of the stock. 

Section 303 retains this time limitation but permits the redemption at 
any time before the expiration of sixty days after the decision of the Tax 
Court becomes final, if a petition for redetermination of a deficiency in 
estate tax has been filed within the proper time. This extension of time is 
applicable only if the Tax Court contest is bona fide and will not apply if 
the petition for redetermination has been filed solely for the purpose of 
extending the period within which the redemption can be had.*! Of course, 
a Tax Court petition cannot be filed unless there has been a deficiency pro- 
posed by the Commissioner and a ninety-day letter issued. It will be a rare 
case indeed where the taxpayer does not have a legitimate basis for con- 
testing that deficiency on one ground or another. It will be most difficult 
to administer equitably this limitation on the extension of the period for re- 
deeming the stock. 

One additional provision of the section will be beneficial. Under the 
1939 Code, if the stock was all voting stock and the decedent owned less 
than all, the redemption of part of his stock often resulted in loss of con- 
trol to the other interests. There was serious doubt that a recapitalization 
of the corporation after death to give the executor both voting and non- 
voting stock followed by a redemption of the non-voting met the technical 
requirements of section 115(g)(3) of the 1939 Code. The new Code spe- 
cifically permits such a transaction, and section 1.303-2(d) of the proposed 
regulations permits capital gain treatment even though the stock received 
in the recapitalization and redeemed is “section 306 stock.” * 


41§. Rep. No. 1622, supra note 6, at 238; Proposed Regs., § 1.303-2(e), 19 Fen. 
Rec. 8241 (1954). 
42 See discussion of “section 306 stock” p. 457 infra. 
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The proposed regulations continue the provisions of prior regulations 
to the effect that although section 303 will apply most frequently to 
redemptions direct from the executor, it is also applicable to distribution 
in redemption of stock included in the decedent’s gross estate even though 
at the time of the redemption the stock is owned by the heir or legatee of 
the decedent or a surviving joint tenant or spouse. The redemption will 
even qualify in the case of stock redeemed from a donee who received the 
stock in a transfer in contemplation of death if the stock is included in the 
decedent’s gross estate. However, as under the 1939 Code, the section is 
not applicable to redemption of stock from a stockholder who has acquired 
his stock either by gift or purchase from one who acquired the stock 
directly from the decedent. 

Although a literal reading of section 303 would seem to permit a 
distribution in redemption from each stockholder to whom the stock had 
been distributed in an amount equal to the total of taxes and permitted 
expenses, this was certainly not the intention. Regulation 118, section 
39.115(g) made it clear that the limit applied in the aggregate to all share- 
holders, and the same provision is carried forward in section 1.303-2(g) of 
the proposed regulations. 

Despite the reason for originally adopting the forerunner of section 
303, the right to use the provision has always been dependent solely upon 
compliance with the percentage formula and other statutory standards, 
never upon a need for the funds or other intangible tests. There is no 
reason to expect different treatment under the 1954 Code. 


REDEMPTIONS THROUGH RELATED CORPORATIONS 


Section 304 of the 1954 Code continues and extends the loophole- 
closing provision enacted in 1950 following the Tax Court decision in 
Trustees of John Wanamaker. 

In the Wanamaker case, a subsidiary corporation purchased from the 
stockholders of its parent a portion of their stock in the parent corporation. 
Had the parent itself acquired this stock the redemption almost certainly 
would have been subject to section 115(g) of the 1939 Code, and the pro- 
ceeds would have been taxed as ordinary income. Although the Com- 
missioner attempted to tax the transaction as essentially equivalent to a 
dividend, both the Tax Court and the Court of Appeals held that there 
had been a sale, not a redemption by the issuing corporation, and that 
capital gains, not dividend, treatment applied. 

Congress promptly enacted section 115(g)(2) of the 1939 Code. The 
House version of the bill would have provided dividend treatment if either 
a related corporation purchased the stock of another related corporation 


311 T.C. 365 (1948), aff'd, 178 F.2d 10 (3d Cir. 1949). 
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or if a subsidiary purchased the stock of its parent. The Senate eliminated 
the related-corporation provision, and, as finally passed, the section covered 
only redemption of a parent’s stock by a subsidiary. 

Section 304 now covers both the subsidiary-parent redemption and 
redemptions by brother-sister corporations. Congress, seeking to close the 
loophole once and for all, also made the transaction subject to the con- 
structive ownership rules of section 318 with certain variations, and pro- 
vided that for all purposes of the section “control” means ownership of 
fifty per cent or more of the voting stock or fifty per cent or more of the 
total value of all stock. The parent-subsidiary relationship will thus exist 
on a fifty per cent ownership. The net result is such a complication of 
interlocking control, both actual and constructive, as to stagger the mind 
of the taxpayer or his representative who attempts to decipher a transaction. 

The basic principles are simple enough. If one or more persons are in 
control of each of two corporations (brother-sister corporations) and one 
of the corporations buys stock in the other from one of the persons in 
control, then unless the corporations are parent-subsidiary, the transaction 
will be treated as a distribution in redemption of the stock of the acquiring 
corporation. If the corporations are parent-subsidiary and the subsidiary 
acquires stock of the parent, the transaction will be treated as a distribution 
in redemption of stock of the issuing corporation. 

In both cases the transaction, although cast in the form of a sale, will 
be treated as a redemption and subject to the rules of sections 302 and 303. 
If it does not meet the requirements of those sections, it will be subject 
to section 301. Apparently, such a transaction cannot qualify as a partial 
liquidation. 

Although the principles of the section are simple, the details are not. 
It seems clear that Congress intended that the brother-sister redemption was 
to apply only if the redemption did not fall within the parent-subsidiary 
class. It appears, although it is by no means clear, that most situations will 
be a parent-subsidiary situation, either actual or constructive, because of the 
definitions of control and the effects of section 318. Whether this was in- 
tended or not is difficult to determine from the provisions of the Code and 
the Committee Reports; however, it does seem to be a fact, and for that 
reason perhaps we should first examine the parent-subsidiary redemption. 

If a subsidiary acquires stock of the parent, determination of whether 
the redemption falls within one of the provisions of section 302(b) will be 
made with reference to the stock of the issuing corporation just as though 
it had made the redemption. The constructive ownership rules of section 
318 are applicable except that a stockholder shall be considered as owning 
stock owned by a corporation in which he has amy interest, he need not own 
a fifty per cent or greater interest. 

If the acquisition transaction does not qualify under section 302(b) or 
section 303, it will be treated as any other distribution of property under 
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section 301. The amount of the distribution which is a dividend will be 
determined as though the distribution had first been made by the subsidiary 
to the parent and then by the parent to the shareholder. Thus if either 
the subsidiary or the parent has earnings and profits, they will pass on as 
such to the stockholder. 

Although the status of the shareholder is clear, the status of both the 
parent and the subsidiary was in doubt under the old law and remains so 
under the new. The most logical theory would be to treat the parent as 
having received a taxable dividend if the distribution by the subsidiary 
was out of earnings and profits. This would seem to accord with treatment 
of the shareholder. However, if this is the treatment, the subsidiary’s 
earnings and profits should be reduced by the amount of the distribution. 
Although section 312 of the Code contains very specific rules on the effect 
of various transactions on earnings and profits, nothing is said about a 
transaction under section 304. This theory would pose additional problems. 
For corporate purposes, the parent’s stock is an asset of the subsidiary. If 
the parent later redeems some or all of this stock and, as it must under 
corporate law, distributes property to the subsidiary, is the distribution 
a contribution to the subsidiary’s capital; is it ignored on the theory that 
the original acquisition of the stock by the subsidiary was a redemption 
which did away with the stock; is it a distribution that will be subject to 
the partial liquidation rules of sections 331 and 346, and if so, does the 
stock have a basis; or does either section 302 or 301 apply? There was no 
authoritative answer for any of these problems under the old Code, and 
neither the new Code nor the regulations make any attempt to answer the 
questions. 

Uncertain as the situation may be in the case of the parent-subsidiary 
situation, it is even more so under the new provisions of brother-sister 
redemptions. The first problem is in determining whether a brother- 
sister redemption is possible. The brother-sister situation exists if one or 
more persons is in control of each of two corporations. Control means the 
ownership of at least fifty per cent of the voting stock or at least fifty 
per cent of the value of all stock. Section 318, as modified for purposes 
of section 304, attributes to a corporation the stock owned by its share- 
holders in another corporation. Thus, if one or more shareholders control 
two corporations, each corporation, by attribution, both controls the other 
and is a subsidiary of the other. It requires a great deal of imagination and 
ingenuity to evolve a situation in which a brother-sister relationship will 
exist and not be converted into a parent-subsidiary situation, particularly 
since section 304(a) requires that the parent-subsidiary situation apply if 
possible. 

Assuming that it is possible to have a brother-sister redemption, the 
effects, although confusing, seem to be more clearly spelled out than in 
the parent-subsidiary redemption. The property used by the one cor- 
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poration to purchase the stock of the other is to be treated as a distribution 
~ in redemption of the stock of the purchasing corporation, and the amount 
to be treated as an ordinary dividend, if the redemption does not qualify 
under sections 302 or 303, is determined solely by reference to the earnings 
and profits of the acquiring corporation. However, determination of 
whether the redemption qualifies under section 302(b) is made with refer- 
ence to the stock of the issuing corporation. 

The stock acquired in a brother-sister redemption is to be treated as 
a contribution to the capital of the acquiring corporation. Section 1.304-2 
(a) of the proposed regulations provides that the basis of the stock to the 
acquiring corporation will be the same as in the hands of the shareholder 
from whom it was acquired. This indicates that, at least in this area, the 
stock is not to be considered as being redeemed but is to be treated as an 
asset by the acquiring corporation. The same regulation provides that 
the shareholder’s basis for his stock in the acquiring corporation is to be 
increased by the basis of the stock acquired from him. 

The proposed regulations also provide for the treatment of the distri- 
bution to the shareholder. If the redemption is subject to section 301, the 
shareholder’s increased basis for his stock is not to be reduced by reason 
of the distribution. If the transaction qualifies under section 302, the 
property received is treated as received in payment in exchange for stock 
of the acquiring corporation which has a basis equal to the amount by 
which basis had been increased by reason of treating the acquisition as a 
contribution to capital. In other words, the acquisition first increases the 
shareholder’s basis for his stock in the acquiring corporation, the distribu- 
tion is taxed as a payment in exchange for the stock (gain being the excess 
of the distribution over the added basis), and the basis so added is immedi- 
ately subtracted from the shareholder’s basis for his stock in the acquiring 
corporation. The shareholder’s basis for his stock in the acquiring corpo- 
ration will thus be exactly the same as it was before the transaction started. 

Although this treatment of basis seems to be unnecessarily complicated, 
it has in its favor the fact that provision is made for treatment of basis, both 
to the shareholder giving up the stock and to the corporation acquiring it, 
which is more than can be said for a parent-subsidiary redemption. 


STOCK DISTRIBUTIONS 


While the rules governing property distributions have become more 
complicated, those respecting stock distributions have been greatly simpli- 
fied. 

Section 305 of the 1954 Code provides that, with two exceptions, any 
distribution by a corporation of its own stock (or of rights to acquire its 
own stock) made with respect to its own stock is not gross income to the 
shareholder. 
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No longer will taxability depend upon whether the proportionate 
interest. of the shareholder in the corporation has been altered by reason 
of the stock dividend.*t Tax-free stock dividends may now be in common 
on common, in common on preferred, in preferred on common, preferred 
on preferred, or in any other possible combination of stocks. 

Section 1.305-1 of the proposed regulations even provides that it makes 
no difference that the stock dividend is from treasury stock, thus laying to 
rest any lingering doubts that might remain from the Tax Court decision 
in Joseph P. Schmitt *® despite the reversal of that decision. 

This general rule is subject to two exceptions. First, if the stock distri- 
bution is in payment of preference dividends for the year of the distribution 
or for the preceding taxable year, the stock is includible in gross income. 
Second, if any shareholder has an election to take stock or other property, 
the distribution is includible in gross income regardless of whether the 
distribution is actually made in stock or other property, or whether the 
election is exercised. 

The Senate Finance Committee Report states that section 305 does 
not apply to stock distributions made in connection with exchanges in a 
reorganization to which sections 354 or 355 apply.*® The only Code pro- 
vision that would lead to this conclusion is section 305(c), a cross refer- 
ence to part III of subchapter C for rules relating to organizations and 
reorganizations. The proposed regulations make no reference to this ques- 
tion, leaving open for speculation whether the Commissioner is going to 
abide by the expressed intent of the Senate. 

Section 307 provides that the basis of the old stock will be allocated 
between the old stock and the new stock as provided by regulations. 
Section 1.307-1 of the regulations continues the old rule that the allocation 
shall be made on the basis of the fair market values of the two stocks on 
the date of actual distribution. If, for any reason, part of the distribution 
is includible in gross income, it will be ignored in the allocation. 

If rights, not stock, are distributed, these rules will apply only if the 
rights are exercised or sold. If the rights have a fair market value on the 
date of distribution less than fifteen per cent of the fair market value of 
the stock to which they relate, the basis of the rights, even if exercised 
or sold, shall be zero unless the taxpayer specifically elects to have a portion 
of the basis of the old stock allocated to those rights. Once made, the 
election is irrevocable and will apply to all rights received in a particular 
distribution in respect to all stock of the same class owned by him at the 


*4 Koshland v. Helvering, 298 U.S. 441, 56 Sup. Ct. 767 (1936); Helvering v. Gow- 
ran, 302 U.S. 238, 58 Sup. Ct. 154 (1937); Wiegand v. Comm’r, 194 F.2d 479 (3d Cir. 


1952). 
45 20 T.C. 352, rev'd, 208 F.2d 819 (3d Cir. 1954). 
46S. Rep. No, 1622, supra note 6, at 241, 
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time of the distribution. The election is made by attaching a statement to 
the return for the year in which the rights are received. 


PREFERRED STOCK BAIL-OUTS 


Although issuance of a tax-free stock dividend has been made easy, 
redemption of that stock dividend, except with ordinary-income results, 
has been made extremely difficult. A large, tight plug has been driven 
into the loophole of the preferred stock bail-out. 

Section 306 of the 1954 Code is the latest but probably not the last 
effort to prevent shareholders from withdrawing earnings from their cor- 
porations at capital gain rates without changing their interests in the corpo- 
ration. The first step was the Supreme Court decision in Eisner v. Macom- 
ber,** holding that stock dividends are not income within the meaning of 
the sixteenth amendment. There followed a series of events that culminated 
in section 115(g) of the 1939 Code.*® 

The basis for section 306 was the decision in Strassburger v. Commis- 
sioner.*® The decision in Chamberlin v. Commissioner ®® made the need 
for legislative action acute. 

The Strassburger case held that a dividend of preferred stock on com- 
mon was tax-free if the stockholders’ proportionate interests in the cor- 
poration were not changed. This preferred stock was then sold to a third 
party at or slightly below the redemption price with at least a tacit under- 
standing that the stock would shortly be redeemed. The stock dividend 
was not taxable, the sale was not a distribution and thus not a dividend, 
and the redemption of the stock from the third party was a complete 
termination of his interest and, under the Commissioner’s own regulations, 
was not taxable as a dividend. 

In the Chamberlin case, the agreement to sell the preferred stock was 
made before the stock was issued. Because of the prior agreement the Tax 
Court held the stock dividend taxable, but the Court of Appeals reversed, 
and the Supreme Court denied certiorari. With the door apparently open 
to capital gain treatment for corporate distributions, Congress enacted 
section 306. 

Oversimplified, the combined purpose of sections 305 and 306 is to 
allow stock dividends of all kinds to be issued tax-free, but to tax as a 
dividend the proceeds of disposition of preferred stock (so-called “section 
306 stock”) so issued under certain conditions. 


47252 US. 189, 40 Sup. Cr. 189 (1920). 


48 Pennell, Taxable Income Resulting From Stock Redemptions, 2 Mara. U. Inst. 
oN Tax. 127 (1952). 


49 318 U.S. 604, 63 Sup. Cr. 791 (1943). 
5° 207 F.2d 462 (6th Cir. 1953), cert. denied, 347 U.S. 918, 74 Sup. Ct. 516 (1954). 
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The Code definitions of “section 306 stock” are complicated. Basically, 
such stock must have these characteristics: 


(1) It must be stock which is not common stock issued in respect 
of common stock. Although generally this will mean preferred stock, 
common stock can be section 306 stock; 

(2) It must have been obtained by the disposing shareholder either 
as a tax-free stock dividend under section 305, or in a tax-free re- 
organization or separation having the effect of a stock dividend distri- 
bution or in exchange for section 306 stock; or it must be stock having 
a basis in the hands of the disposing shareholder determined with 
reference to section 306 stock; and 

(3) The issuing corporation must have had some earnings and profits 
at the time the stock is distributed. 


Neither the Code provisions nor the proposed regulations contain a 
definition of “common stock” despite the reliance placed upon it under 
section 306. Presumably, common stock will be any stock, whether or not 
voting, which is not preferred either as to dividends or on liquidation. This 
seems to be the approach being taken by the Treasury Department in the 
few informal rulings that have been issued to date, but in questionable cases 
advance rulings should be sought. 

Although section 306 stock will normally be preferred stock, it can 
be common stock. For example, common stock issued as a tax-free dividend 
on preferred, or common stock received upon formation of a corporation 
under section 351 in exchange for section 306 stock, will be section 306 
stock. Generally, however, common stock will not be section 306 stock, 
even though it is received in a tax-free reorganization in exchange for section 
306 stock, or has the effect of a tax-free dividend. The Senate Finance 
Committee Report specifically provides that a shareholder may always 
downgrade section 306 stock into common stock and lose the stigma.5 
The Code also allows removing the stigma by downgrading pursuant to a 
conversion privilege in the section 306 stock.5? 

Section 306 stock transferred by gift retains its character; but, if 
transferred by death, it is no longer section 306 stock. 

In order for the stock to be section 306 stock, the corporation must 
have some earnings and profits at the time of the distribution, but the 
amount is immaterial. Section 306 stock is not limited to the amount of 
earnings and profits at the time of distribution. If the corporation has as 
much as one penny of earnings and profits, all of the stock otherwise 
qualifying will be section 306 stock. The amount of earnings and profits 
is important only when the shareholder subsequently sells or otherwise 
disposes of his stock not in a redemption. 


51S, Rep. No. 1622, supra note 6, at 244. 
52 Int. Rev. Cope or 1954, § 306(e). 
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Any disposition of section 306 stock for value, whether or not in 
redemption, can be costly. If the disposition is not in redemption, the 
amount realized is treated as gain from the sale of a non-capital asset to 
the extent of the stock’s ratable share of earnings and profits of the issuing 
corporation at the time the stock was distributed. The amount of the cor- 
poration’s earnings and profits at the time of disposition is unimportant. Any 
amount in excess of this ratable share of earnings and profits is applied first 
against the basis of the stock, and any excess over that basis is taxed at 
capital gain rates. Loss will not be recognized in any event. 

If the amount received exceeds basis, gain is recognized and basis is gone. 
If the amount received does not exceed basis, section 1.306-1(b) of the pro- 
posed regulations provides that the unused basis is to be added back to the 
stock with respect to which the section 306 stock was distributed in the 
first place. Inasmuch as this was the source of the basis of the section 306 
stock, this treatment appears to be proper. 

If the section 306 stock is redeemed, the amount realized is treated as 
a distribution under section 301. Thus, the effect of the redemption will 
depend upon earnings and profits at the time of redemption. Earnings and 
profits at the time of issuance of the section 306 stock are unimportant. 


This difference in treatment depending upon the method of the dispo- 
sition should be carefully considered when disposition is contemplated. If 
the corporation had earnings and profits at the time of distribution of the 
stock but has none at the time of the contemplated disposition, the dis- 
position should be by way of redemption if possible. Conversely, if at the 
time of the contemplated disposition the corporation has earnings and profits 
but had little or none at the time of the original distribution of the stock, 
then disposition by sale is dictated. 

The following dispositions of section 306 stock are exempted from 
section 306 treatment: 


(1) a disposition not in redemption to a person other than one 
whose stock ownership would be attributable to the disposing share- 
holder under section 318, and in termination of the shareholder’s stock 
interest (after applying the constructive ownership rules of section 
318); 

(2) a disposition in redemption in complete termination of the share- 
holder’s interest under section 302(b) (3); 

(3) a redemption in partial or complete liquidation under sections 
331 and 346; 

(4) any other disposition if any other provision of the Code pro- 
vides that gain or loss to a shareholder upon such disposition is not 
recognized even though the stock is section 306 stock; and 

(5) a disposition in any transaction where it is established to the 
satisfaction of the Commissioner that the distribution and subsequent 
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disposition of the stock was not in pursuance of a plan having as one 
of its principal purposes the avoidance of federal income tax.5$ 


EFFECTS OF DISTRIBUTIONS ON CORPORATIONS 


Unlike the 1939 Code, the 1954 Code prescribes specific rules for the 
taxability of the corporation and the adjustment of its earnings and profits 
as the result of a distribution by it of property with respect to its stock. 


Gain or Loss 


Section 311 of the 1954 Code codifies the generally accepted rule 
under the 1939 Code that a gain or loss is not recognized to a corporation 
upon the distribution by it of property or stock to its shareholders even 
though its value is more or less than its adjusted basis.5* This rule applies 
only to distributions by a corporation to its shareholders as shareholders.™ 
If the distribution to a shareholder is in his capacity as a creditor and not 
as a shareholder, for example, the general rule is not applicable. The cor- 
poration will be taxed as though it had sold the property and used the pro- 
ceeds to pay the creditor. 

Even if the distribution is to a shareholder as shareholder, there are 
two exceptions to the general rule. If a corporation on the LIFO method 
of inventory distributes part of that inventory, the excess of the value of 
the inventory on FIFO over the value on LIFO is to be treated as gain to 
the corporation resulting from the sale of the inventory.*® 

If a corporation distributes property subject to a liability or if the 
shareholder assumes a liability in connection with the distribution, the cor- 
poration will be treated as having received gain in the amount by which the 
liability exceeds the basis of the property to the corporation as though the 
property had been sold by the corporation.5” The nature of gain, ordinary 
or capital, will depend upon the character of the property. 


Effect on Earnings and Profits 


Section 312 of the 1954 Code provides detailed rules for adjustment of 
earnings and profits of the distributing corporation, some being carried 
over from the 1939 Code. 


58 The proposed regulations indicate that this last provision is intended to cover 
distributions and isolated dispositions of section 306 stock by minority shareholders 
who cannot control the actions of the corporation, and situations wherein after a distri- 
bution of section 306 stock, the stockholder disposes of his common stock in the corpora- 
tion before he disposes of his section 306 stock. Proposed Regulations, § 1.306-2, 19 
Fep. Rec. 8244 (1954). 

54 General Utilities & Operating Co. v. Helvering, 296 U.S. 200, 56 Sup. Ct. 185 
(1935). 

55S. Rep. No. 1622, 83d Cong., 2d Sess. 247 (1954). 

56 Int. Rev. Cope or 1954, § 311(b). 

57 Td. § 311(c). 
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As a general rule, earnings and profits are to be decreased (but not 
below zero) by the amount of money distributed, the principal amount of 
any obligations of the distributing corporation distributed, and the adjusted 
basis of any other property distributed. The provision regarding the 
adjusted basis of distributed property reverses the results of the court de- 
cisions in the Hirshon and Godley cases, and sections 1.312-1(b) and (c) of 
the proposed regulations give effect to that change as respects the effect on 
earnings and profits, although as previously noted they ignore the change 
as regards the effect on the recipient shareholders.** 

An exception to this general rule is provided if appreciated “inventory 
assets” are distributed. If the fair market value of distributed inventory 
assets exceeds their adjusted basis, earnings and profits are increased by the 
amount of the excess and decreased (but not below zero) by the fair market 
value of the inventory assets distributed. 

Inventory assets are stock in trade of the corporation, property held 
by the corporation primarily for sale to customers in the ordinary course 
of its trade or business, and unrealized receivables or fees resulting from the 
sale of such assets. “Unrealized receivables or fees” are amounts to which 
the corporation is entitled in payment for goods delivered or for services 
rendered and which were not previously includible in income under the 
corporation’s usual method of accounting. They will exist usually in the 
case of a cash-basis corporation or of installment sales. 

A question has been raised as to whether these adjustments are appli- 
cable to the very distribution requiring the adjustment so that earnings and 
profits will be increased for determining the amount of the distribution to 
be treated as a dividend, or whether the adjustment is to be made only 
after the distribution for the purpose of determining the amount of earn- 
ings and profits available for subsequent distributions.5® Inasmuch as the 
increase in earnings and profits due to the appreciation is immediately 
eliminated by the decrease in earnings and profits for the value of the 
assets distributed, it is difficult to imagine a situation where the adjustment 
will have an effect on earnings and profits for future distributions. Unless 
it is effective for purposes of determining the amount of earnings and profits 
available for the distribution to which it applies, it would seem that it was 
not effective at all. The Joint Committee Summary indicates that the in- 
tent was to insure that appreciated inventory assets distributed in kind 
have dividend consequences to the stockholders. 

In applying either the general rule or the rule in the case of inventory 
assets, adjustments must be made for any liability to which the distributed 
property is subject or which is assumed by a shareholder, and for any gain 


58 See p. 440 supra. 
59 Rieser, Dividends, Bail-Outs and Other Corporate Distributions, 32 Taxes 989, 
991 (1954). 
60 Supra note 19, at 36. 
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resulting from distribution of LIFO inventory or distribution of property 
subject to an indebtedness which is greater than the basis of property. 
Generally, the amount of the liability serves to lessen the amount by which 
earnings and profits is reduced. If the property distributed has an adjusted 
basis of $3,100.00 and it is subject to a mortgage of $2,000.00, the re- 
duction in earnings and profits is $1,100.00. If the debt is greater than basis 
so that the corporation realizes gain under section 311(c), not only is there 
no reduction in earnings and profits, there is instead an increase in earnings 
and profits by the amount of the gain. In a distribution of inventory assets, 
the adjustment can become complicated if the corporation uses LIFO. The 
corporation could realize gain under section 311(b) in the amount of the 
excess of the FIFO basis of the inventory over its LIFO basis, increasing 
earnings and profits as provided in section 312(c)(3). In addition, earn- 
ings and profits might have to be increased by the excess of the fair market 
value of the inventory over its basis. However, in this portion of the 
computation, basis is the normal LIFO basis increased by the gain recognized 
to the corporation under section 311(b). The total increase by reason of 
the two adjustments will, of course, offset the decrease in earnings and 
profits by the fair market value of the inventory distributed.® 

Many of the rules under the 1939 Code are carried over into the 1954 
Code. A distribution by a corporation of its own stock or securities, of 
stock and securities in another corporation, or of any other property will 
not reduce earnings and profits, if gain is not recognized to the distributee, 
or if the distribution is not subject to tax by reason of section 305(a) re- 
lating to tax-free stock dividends.® 

Section 312(e) incorporates part of the old section 115(c) by pro- 
viding that in the case of a partial liquidation or a stock redemption under 
sections 302 or 303, earnings and profits will not be reduced by the amount 
of the distribution which is properly chargeable to capital account. 

Sections 312(f), (g), and (h) continue the principles of old sections 
115(1), 115(m), and 394(d), respectively, with respect to the effect on 
earnings and profits of gain or loss and receipt of tax-free distributions, 
the increase in value of property accrued prior to March 1, 1913, and the 
earnings and profits of certain personal service corporations. The proposed 
regulations pertaining to these sections are quite detailed, and, in addition 
to retaining prior law, they also contain general rules for computing 
earnings and profits as did the old regulations. 

Two other provisions are of interest. First, in the case of a spin-off and 
stock distribution under sections 368(a)(1)(D) and 355, the earnings 
and profits of the distributing corporation immediately before the trans- 


61 Proposed Regs., § 1.312-4, 19 Fep. Rec. 8248 (1954). 
82 Int. Rev. Cope or 1954, § 312(d). Cf. Int. Rev. Code of 1939, § 115(h). 
88 Discussed at p. 481 infra. 
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action are to be allocated between the distributing corporation and the 
~ controlled corporation.** Section 1.312-10 of the proposed regulations pro- 
vides that the allocation will generally be made in proportion to the fair 
market value of the business transferred compared with the fair market value 
of the business retained. This is not a hard and fast rule, and in a “proper 
case” (undefined and undiscussed) the allocation may be made with regard 
to the net basis of the assets. 

In a distribution of stock of a controlled corporation under section 
355 not preceded by a reorganization under section 368 (a procedure per- 
mitted under the 1954 Code), earnings and profits of the distributing cor- 
poration are decreased by the same amount by which they would have 
been decreased if the stock had been transferred to a new corporation in 
a section 368(a)(1)(D) reorganization and the stock of the new corpora- 
tion had been distributed. If the earnings and profits of the controlled cor- 
poration are less than the amount of the decrease in earnings and profits 
of the distributing corporation, they shall be increased so that they equal 
the amount of that decrease. In no event will the earnings and profits of the 
controlled corporation be reduced. These provisions generally incorporate 
the principles of Commissioner v. Sansome, which have long been part of 
the judicial legislation under the 1939 Code. 

The allocation of earnings and profits applies only to a section 355 
spin-off and does not apply to any other reorganization or to the formation 
of a new corporation under section 351. In the section 351 transaction the 
allocation will be made if the subsidiary’s stock is ever distributed in a sec- 
tion 355 transaction. In other types of reorganizations, the allocation will 
be governed by the carry-over provision of section 381. 

If stock of a controlled corporation is distributed and section 355 does 
not apply, unless the distribution is a liquidation the reduction in earnings 
and profits of the distributing corporation will be taxed to its stockholders 
as a dividend and not allocated to the controlled corporation. 

Second, section 312(j) attempts to prevent the so-called wind-fall 
distribution in the FHA loan situation. If at the time of a distribution the 
outstanding amount of any loan to the corporation made, guaranteed, or 
insured by the United States or any agency thereof exceeds the adjusted basis 
of the property which is security for the loan, earnings and profits are to be 
increased by the amount of the excess and immediately after the distribution 
shall be decreased by the amount of the excess. Thus, if a corporation has 
an FHA loan of a million dollars to construct an apartment house which 
costs only $900,000.00, even without having actual earnings and profits a 
distribution of $100,000.00 cash will be from earnings and profits. Section 


64 Int. Rev. Cope or 1954, § 312(i). 
65 60 F.2d 931 (2d Cir. 1932). 
6 See discussion p. 483 infra. 
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1.312-12 of the proposed regulations provides that this result will continue 
as long as the loan exceeds the basis of the property. Thus, if after this 
first distribution the corporation makes another distribution of $100,000.00 
and the loan still exceeds basis by $100,000.00, it too is from earnings and 
profits even though there are no actual earnings and profits. For purposes 
of these computations the corporation is not charged with depreciation on 
the building. 


PART II. LIQUIDATIONS 
GENERAL RULES 


Generally, the effect of a distribution in complete or partial liquida- 
tion of a corporation is the same under the 1954 code as it was under the 
1939 Code. Section 336 specifically provides for non-recognition of gain or 
loss to the corporation except when installment obligations are distributed. 
Section 331 provides that amounts distributed in complete liquidation are 
to be treated as in full payment in exchange for its stock, and amounts 
distributed in partial liquidation are to be treated as in part or in full pay- 
ment in exchange for the stock. Section 301 does not apply, and the 
result to the shareholder is capital gain or loss, either long or short term, 
depending upon his holding period. 

As with any other sale or exchange, the amount of gain or loss is the 
difference between the adjusted basis of the stock redeemed and the fair 
market value of the property received. The provision of section 301(b) 
(1)(B) permitting a corporate shareholder to take property at the lower 
of its fair market value or adjusted basis does not apply to liquidating 
distributions. Under section 334, the fair market value of the property be- 
comes its basis to the shareholder. 

Neither the 1939 Code nor the 1954 Code defines the phrase “complete 
liquidation.” Presumably the case law that has been built up will be appli- 
cable under the new Code. In sharp contrast to the 1939 Code, however, 
section 346 of the 1954 Code defines partial liquidation to be either a 
distribution as one of a series of distributions in redemption of all of the 
stock of the corporation pursuant to a plan of liquidation, or a distribution 
not essentially equivalent to a dividend in redemption of part of the stock 
of the corporation pursuant to a plan and occurring within the year in 
which the plan is adopted or within the succeeding taxable year. 

Despite the broad definition of partial liquidation, which resembles the 
definition in section 115(i) of the 1939 Code, it seems apparent that there 
are few situations other than genuine contractions of corporate business 
which will qualify. The Senate Finance Committee Report states “pri- 
marily, this definition involves the concept of ‘corporate contraction’ as 
developed under existing law.” ®* A similar statement is contained in section 


87 S$, Rep. No. 1622, supra note 55, at 262. 
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341-1 of the proposed regulations, which gives as an example the distribution 
of unused insurance proceeds from a fire which destroys part of the business 
causing a cessation of part of its activities. These provisions continue the 
concept developed by judicial decision under the 1939 Code.** 

The Code specifically spells out one situation which is to be treated as a 
partial liquidation.®® The distribution of either the assets or the proceeds 
from the sale of the assets of a trade or business which has been actively con- 
ducted by the distributing corporation for a period of at least five years im- 
mediately preceding the distribution will be in partial liquidation, provided 
that immediately after the distribution the corporation is still actively en- 
gaged in the conduct of another trade or business which has also been con- 
ducted for a period of five years ending upon the date of the distribution. 
The inclusion of this specific instance in the Code gives rise to a number of 
questions. 

The first is whether the provision is exclusive or merely an example. 
The Code says that partial liquidations are not limited to the situation out- 
lined. The proposed regulations appear to accept this intent by incorporat- 
ing a similar statement and giving the example of distribution of unused in- 
surance proceeds.” Still, what was the purpose in so carefully spelling out 
the five-year active-double-business requirement, and what will be its effect? 
Assuming that the statutory situation is not intended to pre-empt the field, 
what lesser situations will qualify? What of termination of a business which 
has been conducted for only four years rather than five? Perhaps in a five- 
year situation partial liquidation treatment is automatic; in the case of fewer 
years it is discretionary with the Commissioner. 

There are problems even in a five-year situation. For example, when 
does the corporation cease to conduct the trade or business? Must the two 
trades or businesses involved be wholly dissimilar, or can they be somewhat 
related? To what extent may they be related? If a corporation owns two 
retail dry goods stores, is it conducting one or two trades or businesses? 
What if one is wholesale and the other retail? For how long must the corpo- 
ration continue to conduct the other business? May it make changes, such as 
dropping of old products or acquiring new? Is a change of location permis- 
sible? 

These are all questions which are answered not at all or inadequately 
by the proposed regulations and yet are questions that will be of great im- 
portance in determining whether a redemption is in partial liquidation or 
falls under section 301 or, with luck on the part of the stockholders, under 
section 302. 

Even though the distribution would qualify under section 302(b), 


68 Joseph Imler, 11 T.C. 836 (1948). 
69 Int. Rev. Cope or 1954, § 346(b). 
7 Proposed Regs., § 1.346-1, 19 Fep. Rec. 8267 (1954). 
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there are advantages in having it qualify as a partial liquidation. For ex- 
ample, section 306 does not apply to a partial liquidation.: Similarly, the 
reacquisition provisions of section 302(b)(3) and section 302(c) do not 
apply to a partial liquidation. Gain to the corporation from distribution of 
LIFO inventory or of assets with liabilities in excess of basis is not recognized 
if the distributions are in partial liquidation.” 


COMPLETE LIQUIDATION OF SUBSIDIARIES 


The familiar provisions of section 112(b)(6) of the 1939 Code are 
continued in section 332. Gain or loss will not be recognized upon the 
liquidation of a subsidiary corporation under the following circumstances: 


(1) The transaction must be in complete liquidation of the subsidiary; 

(2) The parent must own at least eighty per cent of the voting stock 
and at least eighty per cent of all other stock except non-voting preferred; 
and 

(3) The distribution is in complete cancellation and takes place within 
the taxable year, or it is one of a series in complete cancellation in accordance 
with a plan and is completed within three years from the end of the taxable 
vear in which the first distribution is made. 


There are two major changes in section 332. The requirement in the 
old law that the parent could not increase its percentage of stock ownership 
after the date of adoption of the plan has been eliminated. 

The second change provides that a subsidiary which is indebted to its 
parent on the date of adoption of the plan of liquidation will not be charged 
with gain or loss by reason of a transfer of its property in satisfaction of the 
indebtedness if section 332 is otherwise applicable. This overrules I.T. 
4109,74 which was prompted by Houston Natural Gas Corp. v. Commis- 
sioner,® both of which held that in such a situation a portion of the sub- 
sidiary’s assets would be treated as having been transferred in satisfaction 
of the debt; and if those assets had appreciated in value, the subsidiary was 
charged with gain. 

This change in the law is welcome but should be treated cautiously. 
The new provision applies if “sub-section (a) [of section 332] applies to 
such liquidation.” Under the old law, if the subsidiary was insolvent so that 
all of its property was transferred in satisfaction of debt and none was in 
exchange for stock, section 112(b)(6) of the 1939 Code was inapplicable. 
Section 1.332-2(b) of the proposed regulations carries out this thought by 


71 See discussion of section 306 p. 457 supra. 

72 See discussion of sections 302(b) (3) and 302(c) p. 443 supra. 
3 See discussion concerning “Gain or Loss” p. 460 supra. 

74 1952-2 Cum. Butt. 138. 
78173 F.2d 461 (5th Cir. 1949). 
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providing that section 332 applies only to those cases in which the recipient 
~ corporation receives at least partial payment for the stock which it owns in 
the liquidating corporation. 

The old basis rule of section 113(a)(15) of the 1939 Code is also 
carried forward in section 334(b)(1). The basis of the property to the 
subsidiary becomes the basis to the parent if it is received in liquidation or 
in payment of debt with no gain or loss to the subsidiary. 

Section 1.332-5 of the proposed regulations makes it clear that freedom 
from gain or loss applies only to the recipient corporation owning at least 
eighty per cent of the stock of the subsidiary and that the effects of such 
a liquidation on minority stockholders are to be determined without regard 
to section 332. Section 334(b)(4) provides that the basis carry-over from 
the subsidiary is not applicable in the case of the minority stockholder. 


“KIMBELL-DIAMOND” LIQUIDATIONS 


Despite section 113(a)(15) of the old Code providing a carry-over 
basis for assets received in a section 112(b)(6) liquidation, a contrary 
doctrine developed based upon Kimbell-Diamond Milling Co.** The court 
held that since the parent corporation wanted assets and bought stock and 
liquidated the subsidiary because that was the only way it could acquire 
the assets, the transaction was outside the purpose and scope of section 
112(b)(6) and would be treated as a purchase of assets. 

Although this decision was in favor of the government, the doctrine was 
followed in other cases where it worked to the advantage of the taxpayer 
and apparently had been accepted by the government. However, inasmuch 
as the treatment depended upon the subjective intent of the acquiring 
corporation, many purchases of corporate businesses were accompanied by 
uncertainty as to what the actual basis of the asset would be. 

Section 334(b)(2), a basis provision, attempts to eliminate the un- 
certainty by codifying the Kimbell-Diamond rule and establishing specific 
rules for its applicability. If there is an intercorporate liquidation within the 
meaning of section 332(b), the basis to the parent of the subsidiary’s assets 
shall be the adjusted basis of the subsidiary’s stock to the parent under the 
following conditions: 


(1) The parent must have the eighty per cent stock ownership required 
by section 332; 

(2) Stock meeting this eighty per cent requirement must have been 
acquired by the parent by purchase *? during a period of not more than 
twelve months; and 


7614 T.C. 74 (1950), aff'd per curiam, 187 F.2d 718 (Sth Cir. 1951), cert. denied, 
342 U.S. 827, 72 Sup. Ct. 50 (1951). 

77 “Purchase” for these purposes is negatively defined as any acquisition except 
(a) one wholly or partly tax-free in character, (b) an acquisition by bequest or inherit- 
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(3) The distribution must be pursuant to a plan of liquidation adopted 
after June 20, 1954, and within two years after the date of the qualifying 
stock purchase by its parent.78 

The stock basis must be adjusted for any distributions to the parent 
with respect to the stock of the subsidiary before the plan of liquidation is 
adopted, and for any money received or liabilities assumed in the distribu- 
tion. Section 1.334-1(c) (4) of the proposed regulations adopts such compli- 
cated rules for making the adjustment that in some instances it may be wise 
to avoid application of the section completely. 

Although application of the Kimbell-Diamond rule was dependent upon 
the intent of the acquiring corporation, the application of section 334(b) (2) 
depends upon compliance with mechanical requirements and theoretically 
at least is within the taxpayer’s control. For example, if the stock is bought 
for $100,000.00 and the subsidiary’s assets have a basis of $200,000.00, the 
parent will want to and theoretically can avoid the effect of section 334(b) 
(2), either by spreading its stock purchases over a thirteen-month period or 
by delaying the adoption of its plan of liquidation for more than two years. 
The parent thus would be entitled to use as its basis for the assets the sub- 
sidiary’s higher basis rather than the lower stock cost. 

However, it seems possible that a court will say that the judicial Kim- 
bell-Diamond rule still lives and that since the parent corporation’s intent 
was to acquire assets it must use the lower stock cost as its basis for the assets. 
Disturbing as the possibility may be that the two rules will continue to re- 
main side by side, it cannot be completely ignored. 


ONE-MONTH LIQUIDATIONS 


Section 333 retains the provisions of section 112(b)(7) of the 1939 
Code whereby a shareholder in certain types of liquidations can elect to 
defer being taxed upon appreciation in value of property received in the 
liquidation. A similar provision has been in and out of the law at various 
times in the past, but it is apparently now to be a permanent fixture. 

Shareholders are entitled to elect this special treatment if (a) the liquida- 


ance, or (c) an acquisition from a person whose ownership of the stock would be 
attributed to the parent under the constructive ownership rules of section 318(a). Int. 
Rev. Cope or 1954, § 334(b) (3). 

78 Section 1.334-1(c) (3) of the proposed regulations provides that if the purchase 
of the stock involves a series of transactions, the two-year period begins to run on the 
day following the last purchase if within the preceding twelve months the requisite 
eighty per cent ownership has been acquired. Thus, if within a twelve-month period 
there are four equal twenty per cent acquisitions of stock and a last twenty per cent 
acquisition after the twelve-month period has expired, the two-year period begins to 
run with the acquisition that makes up the eighty per cent within the twelve months. 
If, however, all of the stock is acquired within a twelve-month period, the two-year 
period begins to run with the date of the last acquisition, not with the date of the 
acquisition of the share making a total of eighty per cent. 19 Fep. Rec. 8261 (1954). 
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tion is in complete cancellation or redemption of all of the corporate stock, 
(b) the liquidation is made pursuant to a plan of liquidation adopted after 
June 21, 1954, and (c) the transfer of all the corporate property occurs 
within one calendar month. This latter requirement will be met even though 
cash is set aside by the corporation for the payment of unascertained or 
contingent liabilities and expenses which will be determined after the close 
of the calendar month, if the arrangements are made in good faith and the 
amount set aside is reasonable. 

It is not necessary that the month within which the distribution takes 
place be within the same taxable or calendar year in which the plan of 
liquidation is adopted, nor is it necessary that the corporation be dissolved 
in the month of liquidation. It is essential, however, that a status of liquida- 
tion exist both at the time of the first distribution and continuously until 
the date of the dissolution of the corporation. 

The special treatment of gain is permitted to each non-corporate share- 
holder who files the necessary written election, if the owners of at least 
eighty per cent of all the voting stock owned by non-corporate shareholders 
have made the same election. A corporate shareholder is entitled to the 
special treatment, if it has made the necessary written election and if the 
owners of at least eighty per cent of all of the voting stock owned by 
corporations have filed similar elections. In computing this eighty per cent 
requirement for corporations, any corporation owning fifty per cent or more 
of the combined voting power of the stock at any time between January 1, 
1954, and the date of the adoption of the plan of liquidation is not counted. 
Such an excluded corporation is not entitled to the special treatment afforded 
by the section. 

The gain of each qualified shareholder is computed as in any liquida- 
tion. Then the amount of gain equal to that shareholder’s portion of ac- 
cumulated earnings and profits of the corporation is taxed to him as an 
ordinary dividend. The balance of the gain to the extent that it is repre- 
sented by money and securities is taxed as capital gain. Any additional gain 
is not taxed to him. 

In the case of a corporate shareholder, gain is recognized to the extent 
of the greater of the money and securities received or the shareholder’s 
portion of accumulated earnings and profits, and the entire gain is taxed as 
capital gain. 

The effect of the section is to eliminate tax, at the time of liquidation, on 
the appreciation in value of property distributed in kind other than securities. 
As to shareholders who are not corporations, this privilege is granted at 
the expense of treating earnings and profits as ordinary income rather than 
as capital gain which would be the case if the election for the special treat- 
ment were not made. As to corporate shareholders (other than corporate 
shareholders owning fifty per cent or more of the stock of the liquidating 
corporation), this penalty is not inflicted, 
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The basis of the assets received shall be the same in the hands of the 
shareholder as the basis of the stock redeemed, decreased in the amount of 
any money which the shareholder receives and increased in the amount of 
any gain that was recognized to him. The total basis is to be allocated to the 
various assets with relation to their net fair market values. 


SALES INCIDENT TO LIQUIDATION 


Section 337 deals with the situation involved in Commissioner v. Court 
Holding Co.”° and United States v. Cumberland Public Service Co.® Both 
cases dealt with the problem of corporate liquidations followed by sale by 
the shareholders of the assets received. In Court Holding, the gain on the 
sale was taxed to the corporation with a second tax to the shareholders on 
the liquidation. In Cumberland, the gain was not taxed to the corporation, 
only to the shareholders. 

The difference in treatment was dependent upon whether the Court 
thought that the sale had been consummated by the corporation prior to the 
liquidation or by the shareholders after the liquidation. Section 337 is in- 
tended to provide a definitive rule covering all such situations instead of 
making the treatment depend upon the formal manner in which the trans- 
actions are arranged.®! 

If a corporation adopts a plan of complete liquidation on or after June 
22, 1954, and, within the twelve-month period beginning on the date of the 
adoption of the plan, all of its assets are distributed in complete liquidation 
(except for assets retained to meet claims), no gain or loss is to be recognized 
to the corporation from the sale or exchange by it of property within that 
twelve-month period. 

Section 1.337-2(b) of the proposed regulations sets the date of adoption 
of the plan of liquidation as the earlier of the date on which the first step in 
its execution occurs or the date of adoption of the shareholders’ resolution 
authorizing the liquidation. 

The proposed regulations leave open the determination of when a sale 
or exchange occurs, saying that it shall be determined from all the facts and 
circumstances. However, they do provide that negotiations for sale com- 
menced by either the corporation or the shareholders shall be disregarded. 

It appears that the question posed in the Court Holding case has not 
been answered, merely replaced. In Court Holding, the question was 
whether the sale took place before or after the liquidation. Apparently, we 
now have the question of whether the sale took place before or after the 
adoption of the plan of liquidation. 


79 324 US. 331, 65 Sup. Cr. 707 (1945). 
8° 338 U.S. 451, 70 Sup. Cr. 280 (1950). 
81S, Ree. No. 1622, supra note 55, at 258. 
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“Property” includes all assets of the corporation except stock in trade, 
inventory, property held primarily for sale to customers, and installment 
obligations acquired in respect of the sale or exchange of such property.*” 
However, if substantially all the inventory attributable to a trade or business 
is sold to one person in one transaction in connection with the liquidation, 
both it and installment obligations acquired in respect of the sale will be 
treated as property. The purpose of this provision is to prevent the benefits 
of the section applying to sales in the ordinary course of business during 
liquidation. The non-recognition of gain is allowed in the complete sale of 
inventory of one of two or more trades or businesses conducted, even 
though the inventory of the other business is not sold in bulk, and for these 
purposes the proposed regulations adopt a liberal interpretation of separate 
trades and businesses.** If a corporation operates a grocery store and a hard- 
ware store at different locations, it is considered to be operating two busi- 
nesses. If a corporation operates two department stores, one in the city and 
one in the suburbs, both of which handle the same items, for this purpose 
each store is a separate trade or business. 

Installment obligations acquired in respect of any property (not just 
inventory) sold before the date of the adoption of the plan of liquidation 
are not to be treated as property for these purposes, and the provisions of 
section 453(d) dealing with disposition of installment obligations will apply. 

These special provisions do not apply to a sale or exchange by a collapsi- 
ble corporation, to “one-month” liquidations under section 333, or to certain 
liquidations under section 332. 

If the Kimbell-Diamond basis provisions of section 334(b)(2) are ap- 
plicable, the portion of the gain not recognized is limited to the excess of 
the portion of the stock basis attributable to the asset sold over the basis of 
that asset in the hands of the liquidating corporation. Section 1.337-4(c) of 
the proposed regulations provides precise and intricate rules for the determi- 
nation of spreading the stock basis among the various assets for this purpose.** 

Although the provisions of this section apply only in the case of plans 
of complete liquidation adopted after June 22, 1954, section 392(b) extends 
similar treatment to sales pursuant to plans of liquidation adopted after 
December 31, 1953, and before June 22, 1954, on an elective basis; and to 
any sales during the calendar year 1954, if all of the assets of a corporation 


82 Inr. Rev. Cope or 1954, § 337(b). 

83 Cf. Proposed Regs., § 1.355-1(c), 19 Fep. Rec. 8270 (1954) (relating to spin-offs). 

84 The regulations further provide for the filing of certain data with the return of 
the liquidating corporation in order to obtain the benefits of section 337. The data re- 
quired includes: (a) a copy of the minutes of the stockholders’ meeting at which the 
plan of liquidation was adopted together with a copy of the plan; (b) a complete state- 
ment of the assets sold, including the dates of the sales; (c) information as to the date 
of the final liquidating distribution; and (d) a statement of the assets, if any, retained to 
pay liabilities and the nature of the liabilities. Proposed Regs., § 1.337-5, 19 Fen. Rec. 
8263 (1954). 
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are distributed before January 1, 1955, in complete liquidation of the corpo- 
ration, whether or not a plan of liquidation has ever been adopted. 

Section 337 together with section 334(b)(2) should eliminate many of 
the difficulties and debates which often occurred between prospective buyers 
and sellers and frequently barred a transaction. The sellers feared liquidation 
followed by sale of assets because of the effect of the Court Holding case. 
Buyers feared stock purchase followed by liquidation because of doubt as 
to application of the Kimbell-Diamond doctrine. Now neither of those prob- 
lems should stand in the way of a transaction. 

However, all will not be sweetness and light. As already pointed out, 
apparently doubt remains as to time of sale in relation to adoption of the 
plan of liquidation for all assets and in relation to actual liquidation in a non- 
bulk sale of inventory. It should also be borne in mind that section 337 is a 
two-way street. Although gain on sales within the magic twelve-month 
period will not be recognized to the corporation, neither will losses be 
recognized. To realize losses, sales must be made before the adoption of the 
plan of liquidation, thus posing the same timing problem, especially if the 
Commissioner takes the position that the plan of liquidation need not be in 
writing but can be informal or even a mental plan for these purposes. 


COLLAPSIBLE CORPORATIONS 


Section 341 retains the collapsible-corporation rules previously con- 
tained in section 117(m) of the 1939 Code with a few changes, most of 
which strengthen the rule, one of which eases it, and none of which ma- 
terially change it. 

While the collapsible-corporation rules were originally aimed at movie 
producers and building constructors, section 341 has been expanded to apply 
to many situations other than those which are considered to have inspired it. 

The section is still aimed at preventing the conversion of ordinary in- 
come to capital gain by the sale or exchange of stock, the distribution in 
partial or complete liquidation, or the distribution, not in partial or com- 
plete liquidation, which would be treated as being in exchange for the stock 
of a corporation which manufacturers, constructs, or produces property or 
which purchases property known as “section 341 assets.” “Section 341 
assets,” as described in section 341 of the Code, are assets held for less than 
three years and which are stock in trade, inventory, property held primarily 
for sale to customers in the ordinary course of trade or business, unrealized 
receivables or fees, and property described in section 1231(b) of the Code. 
The last two categories are new. “Unrealized receivables and fees” are 
rights to payment, not previously includible in income, for goods or services. 
Section 1231 assets are those known as section 117(j) assets under the 1939 
Code. 

Exempted from this treatment is gain realized more than three years 
after completion of the manufacture, construction, production, or purchase 
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of the property. Also exempted is gain recognized during a taxable year un- 
less more than seventy per cent of that gain is attributable to the property 
so manufactured, constructed, produced, or purchased. 

A necessary ingredient of collapsible corporations continues to be that 
the corporation be formed or availed of principally to avoid gain to it by 
passing it on to its shareholders. Under the new Code, however, a corpora- 
tion is presumed to be a collapsible corporation if the fair market value of its 
section 341 assets is 120 per cent or more of their adjusted basis, and if fifty 
percent or more of the fair market value of all of its assets consists of section 
341 assets. For determination of the fifty per cent test, total assets do not 
include cash, obligations which are capital assets in the hands of the corpora- 
tion, or stock of any other corporation. Although the presumption may be 
rebutted, it runs only in favor of the Commissioner, and the absence of the 
factors which give rise to the presumption do not give rise to a counter- 
presumption in favor of the taxpayer. 

The provision has been broadened to include even more shareholders 
in its coverage. Whereas the old law applied only to those shareholders 
owning more than ten per cent in value of the outstanding stock of the 
corporation, the new provision applies to shareholders owning more than 
five per cent in value of the outstanding stock. 

There is some thought that a loophole exists if section 341 is taken in 
connection with section 337. Section 341 defines a collapsible corporation 
as one which liquidates or whose stock is sold before the corporation 
“realizes” a substantial part of the taxable income to be derived from the 
property which is its stock in trade. Section 337 provides that gain to a 
corporation will not be “recognized” where it sells property, even stock in 
trade, if the sale is made to one person in one transaction in connection 
with the liquidation. Although section 337 does not apply to a collapsible 
corporation, it can be argued that if a corporation adopts a plan of liquida- 
tion and then sells its property instead of distributing it, the corporation 
has “realized” the gain and is not a collapsible corporation, even though 
section 337 prevents that gain from being recognized. This “loophole,” if 
it is one, should be used with extreme caution. 


PART III. ORGANIZATIONS AND REORGANIZATIONS 


Although retaining the same basic pattern as the 1939 Code, the 1954 
Code contains a number of important changes relating to corporate organi- 
zations and reorganizations. 

In addition to substantive changes, there are the usual section re- 
arrangements. Part III of subchapter C now contains most of the pro- 
visions of section 112 of the 1939 Code as well as the basis rules pertaining 
thereto and previously found in section 113. However, the provisions of 
the old section 112(b)(1) dealing with exchanges of property of a like 
kind held for productive use or investment, and section 112(b)(2) dealing 
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with exchanges of stock for the same type stock in the same corporation, 
are now found in sections 1031 and 1036, respectively. 


ORGANIZATIONS 


Section 351 of the 1954 Code retains the basic concept of section 
112(b)(5) of the 1939 Code that the transfer of property to a corporation 
solely in exchange for its stock or securities does not result in recognized 
gain or loss if immediately after the exchange the transferors are in control 
of the corporation. 

“Control” is defined in section 368(c) and continues to be ownership 
of stock possessing at least eighty per cent of the voting power and at least 
eighty per cent of the total number of shares of all other classes of stock of 
the corporation. 

No attempt has been made to clarify the meaning of “immediately 
after the exchange,” and this requirement will undoubtedly continue to give 
rise to litigation as it has in the past.®° Stock or securities issued for services 
are not to be considered as issued in return for property. 

Two important changes have been made from the old section 112(b) 
(5). First, the “proportionate interest” test has been eliminated. Where 
two or more persons form the corporation, it is no longer necessary that 
they receive the stock or securities issued “substantially in proportion” to 
their interest in the property before the transfer. This proportionate inter- 
est requirement caused many headaches and spoiled not a few otherwise 
tax-free organizations. No one will mourn its passing. 

Its elimination, however, has not been without sacrifice. Section 
351(d) issues a warning in the form of a cross reference, and both the 
House and the Senate Committee Reports §* make it abundantly clear that 
although a disproportion will not void the tax-free nature of the transaction, 
it may result in taxable compensation or a gift to the one receiving more 
than his share, depending upon the circumstances. 

Section 1.351-1(b)(2) of the proposed regulations provides that if the 
facts indicate that compensation is intended, the recipient will have ordinary 
income equal to the fair market value of the stock, and the other, supposedly 
the payor, will have gain or loss measured by the difference between his 
basis for and the value of the excess stock. It seems to follow necessarily 
that the payor’s total basis for his stock is reduced by the amount of basis 
assigned to the excess stock. Left open is the question of whether the 
payor may deduct the compensation, probably because the answer will 
depend upon whether it is a business expense. 


85 National Bellas Hess, Inc., 20 T.C. 636 (1953); American Bantam Car Co., 11 T.C. 
397 (1948), aff'd, 177 F.2d 513 (3d Cir. 1949). 

86 H.R. Rep. No. 2543, supra note 17, at A117; S. Rep. No. 1622, supra note 55, at 
264. 
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The second major change makes clear a point of uncertainty in the 
~ old Code. If one of the transferors to the new corporation is itself a cor- 
poration, it may now distribute to its shareholders part or all of the stock 
which it receives without any effect upon determination of control. 

The “boot” provision of section 351(b) is comparable to the pro- 
visions of old sections 112(c)(1) and 112(e). If property other than stock 
or securities is received, loss will not be recognized, but gain, if any, will 
be recognized to the extent of any money plus the fair market value of any 
other property received. Section 357 provides that assumption of or accept- 
ance of property subject to a liability is not to be treated as money or 
other property unless done from a tax avoidance or other non-bona fide 
business purpose, or unless the liability exceeds basis, in which case the 
excess will be treated as gain to the transferor from the sale of the property. 

There has been no change in the basis provisions. Under section 362, 
the basis to the corporation of the property received is the transferor’s 
basis for that property plus any gain recognized to him. Section 358 pro- 
vides that the transferor’s basis for his stock or securities shall be the same 
as his basis for the property transferred, decreased for “boot” received 
and increased by any amount taxable to him as a dividend or gain. 

Because the scope of section 368(a)(1)(D) has been narrowed from 
the old section 112(g)(1)(D),8* more organizations will have to fall under 
section 351 than previously fell under the old section 112(b) (5). 


REORGANIZATIONS 


The basic structure and principles of the reorganization provisions 
have not been changed although again there has been a rearrangement of 
sections and some important changes in substance. 

The mechanics are surprisingly similar to the old Code. Reorganiza- 
tions are defined in section 368, which follows generally the old section 
112(g). The effect on corporations engaged in a reorganization is covered 
in section 361, similar to old sections 112(b)(4) and (d). The effects on 
shareholders and security holders are found in sections 354, 355, and 356, 
similar to, but with important differences from, old sections 112(b)(3) 
and 112(c). The effect of assumption of debt is covered in section 357; 
basis rules are in section 358 for stockholders and security holders, and in 
section 362 for corporations. 

The new Code continues to recognize the principle that, within well 
defined limits, readjustments of corporate structure should be permitted 
without resulting in tax to either the corporations or the shareholders, 
because after the readjustments the corporations and the shareholders ac- 
tually have nothing different than they had before, they merely have it 


87 Section 368(a)(1)(D) of the 1954 Code is discussed at p. 479 and p. 482 infra. 
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in different form. The purpose of the technical rules is to assure that there 
is merely such a reshuffling and no actual realization of gain and so prevent 
abuse of the theory. 

In addition to the rules and definitions spelled out in the Code, there 
developed under the 1939 Code a group of judicial limitations which were 
stacked like pancakes, layer upon layer, upon the basic legislative frame- 
work. Three of the most important limitations were: (a) need for a 
“business purpose” in the reorganization as well as compliance with the 
technical code provisions; ** (b) determination of taxable status by reference 
to the entire transaction, not by the effect of each individual step in a 
preconceived plan; ® and (c) the existence of a continuity of interest on 
the part of the shareholders and security holders throughout the reorgani- 
zation, both as regards personnel and the type of their interest which 
generally could not be upgraded to a more preferred position.” 

Most of these judicial rules have been ignored both in the 1954 Code 
and in the Committee Reports, and thus the legislative intent concerning 
them is not clear. However, section 1.368-1 of the proposed regulations 
makes it crystal clear that the Treasury considers these principles to be a 
vital and important part of reorganizations under the new Code. Due 
consideration should be given to them as well as to the explicit Code pro- 
visions. They cut across all the reorganizations defined in section 368, 
which fall basically into three major classifications; recapitalizations and 
reincorporations, acquisitive reorganizations, and divisive reorganizations. 
Due to the basic changes in the divisive reorganization area, they will be 
discussed as a separate transaction and not as a reorganization. 


Recapitalizations and Reincorporations 


Sections 368(a)(1)(E) and (F), respectively, include as reorganiza- 
tions “a recapitalization” and “a mere change in identity, form, or place of 
organization, however effected,” just as did sections 112(g)(1)(E) and (F) 
of the 1939 Code. 

A “recapitalization” continues to be undefined, and the Committee 
Reports made only oblique reference to it. Section 1.368-2(c) of the pro- 
posed regulations indicates that it is intended to apply to changes in the 
corporate debt or stock structure, and, by using the same examples used in 
the regulations under the 1939 Code, at least intimates that the same meaning 
is intended. 

A word of warning is necessary. Although one of the examples indi- 
cates that issuing preferred stock in exchange for outstanding common is 
a recapitalization and should thus be tax-free, such a transaction should be 


88 Gregory v. Helvering, 293 U.S. 465, 55 Sup. Ct. 266 (1935). 
8° Helvering v. Minnesota Tea Co., 296 U.S. 378, 56 Sup. Ct. 269 (1935). 
% Pinellas Ice & Cold Storage Co. v. Comm’r, 287 U.S. 462, 53 Sup. Cr. 257 (1933). 
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approached with trepidation in the light of section 306.® Similarly, it 
should not be assumed that every change in stock and debt structure, such 
as issuing bonds in exchange for stock, will be a recapitalization and so 
tax-free.® 

The meaning of “a mere change in identity, form, or place of organiza- 
tion” is no clearer under the new Code than it was under the old. There 
are few, if any, changes which will fall within this category that do not 
require at least a technical exchange of stock or property that will fall 
within one of the other definitions of section 368. 


Acquisitive Reorganizations 


Acquisitive reorganizations, sometimes called corporate combinations, 
are of three general types: (a) the combination of two or more corpora- 
tions into a single corporation; (b) the acquisition by one corporation of 
stock of another; and (c) the acquisition by one corporation of the assets 
of another. This latter type, viewed from the other side, might be thought 
of as a divisive reorganization, but it is usually considered an acquisitive 
type. 

Statutory Merger or Consolidation. Section 368(a)(1)(A) continues 
without basic change the rule of section 112(g)(1)(A) of the 1939 Code 
that the joining of two or more corporations either by statutory merger or 
consolidation is a reorganization. 

Apparently, and with justification, both Congress and the Treasury 
Department consider the concept to be so clear that no explanation is re- 
quired. The Committee Reports practically ignore the provision, and the 
proposed regulations dispose of it in one short sentence, referring to 
mergers and consolidations pursuant to the corporation laws of the United 
States, the States, Territories, and the District of Columbia. 

The judicial limitations should be remembered.®* It should also be 
noted that the new provisions of section 368(a)(2)(C) permitting acquired 
assets to be transferred to a controlled subsidiary applies to mergers and 
consolidations as well as to “clause (C) reorganizations” where, as here, 
it is usually discussed.®* 

Acquisition of Stock. Although section 368(a)(1)(B) carries over the 
principles of section 112(g)(1)(B) of the 1939 Code, an important change 
has been made. 

Under the 1939 Code, a stock acquisition was a reorganization only 
if all the stock constituting control was obtained solely for voting stock 


*1 See discussion of section 306 p. 457 supra. 
®2See Bazley v. Comm’r and Adams v. Comm’r, 331 U.S. 737, 61 Sup. Ct. 1489 
(1947); discussion p. 481 infra. 
93 See discussion of judicial limitations on reorganizations at p. 476 supra. 
%4 See discussion of “Acquisition of Assets” p. 478 infra. 
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of the acquiring corporation. The stock could be acquired piecemeal—a 
creeping acquisition—but the required percentage had to be acquired solely 
for voting stock. 

The new Code does not require that any specified percentage of stock 
be acquired solely for voting stock if, immediately after the acquisition 
which is for voting stock, the acquiring corporation has control. Thus, 
although the acquiring corporation may have previously acquired some of 
the stock for cash, an acquisition solely for its voting stock of sufficient 
additional stock to give it control is a reorganization. This acquisition that 
gives control may even be as a series of transactions if they all occur within 
a period of twelve months. 

The relative amounts that may be acquired for other than voting stock 
and for voting stock and the permitted proximity of the taxable and tax- 
free acquisitions are left unanswered. The Senate Finance Committee Re- 
port % and section 1.368-2(c) of the proposed regulations use as a qualifying 
example an acquisition of thirty per cent of the stock for cash in 1939 and 
sixty per cent for voting stock in 1955—a sixteen-year span. The same 
regulations provide, however, that all stock acquired in a single transaction 
must be solely for voting stock, or the transaction is not a reorganization 
under section 368(a)(1)(B). Thus, apparently, a corporation could not 
acquire twenty per cent for cash and eighty per cent for voting stock in 
the same transaction and have any part of the acquisition qualify as tax-free. 
A safe assumption would be that the relative amounts of and the length of 
time between the acquisitions is less important than the existence of a plan 
covering the various acquisitions. 

Acquisition of Assets. Section 368(a)(1)(C) continues as a reorganiza- 
tion the acquisition by one corporation, in exchange solely for its voting 
stock, of substantially all of the properties of another corporation. Al- 
though similar to the old section 112(g)(1)(C), two important liberalizing 
changes have been made. 

First, the assets may be acquired either for voting stock of the acquiring 
corporation or for voting stock of the parent which controls it. Thus, the 
acquired assets may be put into one or more subsidiaries, eliminating the 
restrictions imposed in Groman v. Commissioner,** Helvering v. Bashford,®® 
and Anheuser-Busch, Inc. v. Helvering.®® Although for some reason gener- 
ally associated with a “clause (C) type reorganization,” this provision is also 
applicable to a merger or consolidation under section 368(a)(1)(A). Al- 
though the acquisition may be for voting stock of either the parent or the 


% Comm’r v. Dana, 103 F.2d 359 (3d Cir. 1939). 
96S. Rep. No. 1622, supra note 55, at 273. 

87 302 U.S. 82, 58 Sup. Cr. 108 (1937). 

98 302 U.S. 454, 58 Sup. Ct. 307 (1938). 

99115 F.2d 662 (8th Cir. 1940). 
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subsidiary, section 1.368-2(d)(1) of the proposed regulations prohibits the 
acquisition for stock of both the parent and the subsidiary. 

Second, if voting stock is used to acquire at least eighty per cent (by 
fair market value) of the assets, the balance of the assets may be acquired 
for any consideration whatever without disqualifying the transaction as 
a reorganization. However, if the acquisition is in part for something other 
than voting stock, then any liabilities assumed by the acquiring corporation 
or to which the assets are subject are treated as other property. If the 
acquisition is solely for voting stock, liabilities are not treated as other 
property. Thus, if the liabilities exceed twenty per cent of the fair market 
value of the property, the acquisition made solely for voting stock is a 
reorganization; but if one dollar of cash is added to the consideration, the 
transaction will not be a reorganization. 

Although these provisions, plus the carry-over provisions of the new 
Code discussed below,! narrow the gap between choosing the merger 
route or the asset acquisition route, there are still important differences 
between the two that require careful consideration in the choice of pro- 
cedure. 

Transfer to Controlled Corporation. Although section 368(a)(1)(D) 
is primarily applicable to corporate divisions, taken together with section 
354 this section is also applicable to a transfer to a controlled corporation. 

Aside from corporate divisions, section 368(a)(1)(D) classifies as a 
reorganization a transfer by a corporation of part or all of its assets to 
another corporation, if immediately after the transfer the transferor or one 
or more of its shareholders is in control of the transferee and if the stock 
or securities of the transferee are distributed by the transferor under section 
354 or section 356. 

Section 354 requires that in such a transaction substantially all of the 
assets of the transferor go to a single transferee, and that the stock and 
securities of the transferee, together with any other assets of the transferor, 
be distributed pursuant to the plan of reorganization. 

Thus, the transferor will disappear, and the transferee will continue. 
Apparently the only effect of the transaction, except as a corporate division, 
is to alter the shareholders’ relative interests in a corporation without im- 
mediate tax effects. Most transactions of this type will qualify as a cor- 
porate division under section 355. 


Effect on Corporations 


Due to the basic changes in divisive reorganizations, their qualifications 
and effects will be discussed separately below,!® and this discussion will be 
limited to the effects of other types of reorganizations. 


100 See discussion of “Carry-overs” p. 483 infra. 
101 See discussion of “Divisive Reorganizations” p. 481 infra. 
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Gain or Loss. There has been no change in the basic rules relating to 
the recognition of gain or loss to a corporation participating in a reorgani- 
zation. Section 361 (a) provides that gain or loss is not recognized if a 
corporation, a party to a reorganization, exchanges property pursuant to 
the plan of reorganization solely for stock or securities in another cor- 
poration which is a party to the reorganization. The definition in section 
368(b) of “party to a reorganization” has been expanded to include cor- 
porations which control acquiring corporations. 

If “boot” is received in an exchange in which gain or loss would not 
otherwise be recognized, gain, if any, will be recognized to the extent of 
the “boot” unless it is distributed pursuant to the plan of reorganization. 
Loss will not be recognized in any case. It should always be remembered 
that the presence of “boot” may prevent the transaction from being a 
reorganization within the provisions of section 368, and the non-recog- 
nition provision of section 361 may never become applicable. 

Basis. Section 362 provides as a general rule that property acquired 
after June 22, 1954, by a corporation in a section 351 transaction, in a re- 
organization, or as paid-in surplus, or as a contribution to capital shall have 
a basis equal to the basis in the hands of the transferor increased by any 
gain recognized to him in the transaction. If the property acquired con- 
sists of stock or securities, this rule applies only if the acquisition was by 
the issuance of stock or securities of the acquiring corporation. These 
provisions are identical in substance to prior law. 

A major change has been made with respect to property or money 
acquired after June 22, 1954, as a contribution to capital from one not a 
shareholder. The situation usually arises when a municipality or civic group 
gives a corporation property or money to induce it to establish its business 
or plant in a particular locality. 

Under the 1939 Code such property had a basis to the corporation equal 
to its fair market value.!? Section 362(c) provides that the basis of any 
such property other than money shall be zero. In the case of money, the 
basis of any property acquired with the money shall be reduced by the 
amount of the money, and any excess money over the cost of the property 
shall reduce the basis of other assets in the order prescribed by section 
1.362-2 of the proposed regulations. 


Effect on Shareholders 


Gain or Loss. Section 354 follows the same basic pattern of the old 
Code as to recognition of gain or loss to shareholders. As a general rule, no 
gain or loss is recognized upon an exchange pursuant to a plan of reorgani- 
zation of stock or securities in a corporation a party to the reorganization 
for stock or securities of the same corporation or of another corporation 


102 Brown Shoe Co. v. Comm’r, 339 U.S. 583, 70 Sup. Ct. 820 (1950). 
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a party to the reorganization. Also, as under the old Code, neither “stock” 
nor “securities” is defined. 

One major change has been made which in effect extends the doctrine 
of Bazley v. Commissioner * to all reorganizations. If securities are re- 
ceived, the general non-recognition rule applies only to the extent that 
securities in the same principal amount are exchanged therefor. The excess 
in principal amount of securities received over securities surrendered is 
treated as “other property.” To this extent, Congress has codified the 
continuity-of-interest requirement implicit in all reorganizations. 

If other property (“boot”) is received in a reorganization which would 
otherwise qualify for non-recognition of gain or loss, section 356 provides 
that loss will not be recognized, and gain, if any, will be recognized only 
to the extent of the fair market value of the “boot.” If the receipt of the 
“boot” has the “effect of a distribution of a dividend,” it will be treated as 
a dividend to the extent of the corporate earnings and profits. As under 
the old Code, the rules for determining dividend treatment of “boot” are 
vague. 

Basis. Section 358 contains the basis rules, and continues the basic 
provisions of the old Code. The basis of property received without recog- 
nition of gain or loss takes the basis of the property exchanged for it, re- 
duced by the amount of money and fair market value of non-qualifying 
property and increased by the amount of gain recognized on the exchange. 
The basis of non-qualifying property is its fair market value. Section 
1.358-2 of the proposed regulations provides detailed rules for allocation 
of the basis among the various properties. 


Divisive Reorganizations 


This third category of corporate reorganizations has undergone major 
changes from the 1939 Code, both at the corporate and at the shareholder 
level. Generally, section 355 provides that the distribution by a corporation 
to a shareholder of stock or securities in a corporation controlled by the 
distributing corporation is tax-free under certain conditions. 

The most fundamental change is to permit a corporate division even 
though it is not associated with a reorganization. Under section 112(b) (11) 
of the 1939 Code, a spin-off distribution was tax-free only if made in con- 
nection with a reorganization. The transaction was usually one in which 
a corporation transferred assets to a subsidiary under section 112(g)(1)(D) 
of the 1939 Code, and then distributed the subsidiary’s stock. If the sub- 
sidiary was already in existence, its stock could not be distributed in a 
spin-off, because there was no reorganization. It was necessary to transfer 
the stock of the subsidiary to a new corporation to get the reorganization 
and distribute the stock of the new corporation. 


103 331 U.S. 737, 67 Sup. Ct. 1489 (1947). 
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Section 355 of the 1954 Code permits the tax-free distribution of the 
stock of a controlled corporation to the distributing corporation’s share- 
holders even though not in connection with a reorganization, and also re- 
tains the divisive reorganization whereby assets are transferred to a new 
controlled corporation under section 368(a)(1)(D) and that corporation’s 
stock is distributed. 

A second major change is to permit a “split-up” or a “split-off” as well 
as a “spin-off.” A “split-up” occurs when the original corporation transfers 
all of its assets to two new corporations and then distributes their stock 
to its shareholders in complete liquidation. A “split-off” consists of a transfer 
of part of a corporation’s assets to a new corporation and a distribution of 
that corporation’s stock in exchange for part of the stock of the original 
corporation. A “spin-off” differs from a “split-off” in that the new cor- 
poration’s stock is distributed without surrender of stock of the original 
corporation, 

The specific provisions of the 1939 Code applied only to the “spin-off,” 
and, at least until the decision in Riddlesbarger v. Commissioner, there 
was considerable doubt as to whether “split-ups” and “split-offs” could be 
accomplished tax-free. Under section 355 of the 1954 Code, all three types 
of divisions are proper. In addition, section 355(a)(2)(A) eliminates any 
requirement that the stock of the controlled corporation be distributed 
pro rata. It is thus possible for a corporation with two businesses to divide 
them, letting some of the stockholders take one and some take the other. 

A third major change permits the distribution of preferred stock of the 
controlled corporation as well as common stock. However, such preferred 
stock may very well be section 306 stock.1% 

In addition to these changes which liberalize the concept, the Code 
imposes a number of conditions to tax-free treatment: 


(1) Non-dividend Distribution, The transaction may not be used 
principally as a device for the distribution of earnings and profits of either 
the distributing or controlled corporations. The sole fact that stock of one 
of the corporations is disposed of after the distribution is not to be con- 
strued to mean the transaction was used principally as a dividend-distributing 
device unless the sale was pursuant to an arrangement negotiated prior to 
the distribution. 

Section 1.355-2(c) of the proposed regulations imposes the same “busi- 
ness purpose” test required for a reorganization,! if the transaction is to 
avoid being classed as a dividend-distribution device. The requirement is 
imposed even though a reorganization is not necessary to the transaction. 

(2) Active Conduct of Trade or Business. Both the distributing cor- 


104 200 F.2d 165 (7th Cir. 1952). 
105 See discussion of section 306 stock p. 457 supra. 
106 See Gregory v. Helvering, 293 U.S. 465, 55 Sup. Ct. 266 (1935). 
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poration and each of the controlled corporations whose stock is distributed 
must be engaged in the active conduct of a trade or business immediately 
after the distribution. If the distributing corporation owned no assets 
except stock or securities of controlled corporations, each of the controlled 
corporations must be so engaged. 

A corporation will be so engaged in the active conduct of a trade or 
business only if the trade or business has been actively conducted for the 
five-year period immediately preceding the distribution (not necessarily 
by this corporation). If the trade or business or the stock of the controlled 
corporation was acquired by the corporation within the five-year period, 
the corporation will be so engaged in the active conduct of a trade or 
business only if that acquisition was wholly tax-free. 

The question of what constitutes a separate trade or business provides 
a large area of potential controversy. Sections 1.355-1(c) and (d) of the 
proposed regulations provide both a general definition and a number of 
examples. Unless the situation is very clear, a formal ruling should be re- 
quested from the Internal Revenue Service. 

(3) Extent of Distribution. The distributing corporation must dis- 
tribute either all of the stock and securities of the controlled corporation 
owned by it, or enough stock to constitute control and convince the Com- 
missioner that the stock and securities retained were not pursuant to a plan 
aimed at avoiding income taxes. 

Nothing more may be distributed than stock or securities of the con- 
trolled corporation. Any other property will be considered “boot.” If 
the principal amount of securities distributed exceeds the principal amount 
surrendered, the fair market value of the excess is defined in section 356 as 
other property and is also “boot.” Stock of a controlled corporation 
acquired within five years preceding the distribution in a taxable trans- 
action is also “boot.” If “boot” is distributed in an exchange under section 
355, gain, if any, will be recognized to the extent of the “boot” and may be 
taxed as a dividend. If the section 355 transaction is a distribution rather 
than an exchange, any “boot” received is taxed under section 301. 


PART IV. CARRY-OVERS 


Sections 381 and 382 of the 1954 Code provide for the first time specific 
rules dealing with those tax attributes of a corporation that survive a 
liquidation or reorganization and become available to the successor cor- 
poration. 

Prior to the 1954 Code, case law had created considerable confusion 
as to which attributes survived. The resulting corporation in a merger had 
been allowed the use of the unused excess profits credit of a predecessor in 
Stanton Brewery, Inc. v. Commissioner.1°™ However, the successor in other 


7176 F.2d 573 (2d Cir. 1949). 
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types of reorganizations had been denied the carry-over of the net operating 
loss of the predecessor in reliance on New Colonial Ice Co. v. Helvering.1° 
If the loss company acquired a different business, as in Alprosa Watch 
Corp.,)® it could use its own loss against the new profits. The earnings 
and profits of the predecessor carried over,!!° but there was some doubt as 
to the effect of a deficit in earnings and profits. 

The 1954 Code in section 381 enumerates nineteen items of the dis- 
tributor that carry over to the acquiring corporation. There is no clear 
explanation of why these nineteen items were picked and others ignored, 
although the Senate Finance Committee Report indicates that the carry- 
over treatment of an item not specified is not to be affected by the section." 

The carry-overs are allowable in the case of liquidation of a controlled 
subsidiary (except in a Kimbell-Diamond liquidation) 1? or in a reorganiza- 
tion under section 368 except a stock acquisition, a recapitalization, or a 
divisive reorganization.18 

In each of these transactions, the taxable year of the transferor ends 
on the date of transfer, which is the day the transfer is completed or sub- 
stantially completed if the transferor ceases operations other than liquidation. 
The acquiring corporation may not carry back a net operating loss for the 
year of the distribution or a subsequent year to a taxable year of the trans- 
feror. * 

Of the nineteen items, the most important are the net operating loss, 
earnings and profits, and capital loss carry-overs. 

Net Operating Loss. The transferor’s loss is carried forward and first 
used by the acquiring corporation in its first taxable year ending after the 
date of the transaction.“ The amount usable in that year is limited to the 
amount of the acquiring corporation’s income for that year allocable to 
the period after the transaction on a time basis. Specific and somewhat 
complicated rules are provided for determining the amount of the carry- 
over. Basically, the acquiring corporation’s losses for years prior to the 
acquisition year are carried forward to the same years as if there had been 
no acquisition. The transferor’s losses for such prior years are carried for- 
ward to the same years, if the acquisition occurred on the last day of the 
acquiring corporation’s fiscal year. If not, the transferor’s losses are carried 
forward only to the portion of the year following the acquisition and to 


108 292 U.S. 435, 54 Sup. Ct. 788 (1934). 

109 11 T.C. 240 (1948). 

110 Comm’r v. Munter, 331 U.S. 210, 67 Sup. Ct. 1175 (1947). 

11S, Rep. No. 1622, supra note 55, at 277. 

112 See discussion of “Complete Liquidation of Subsidiaries” p. 466 supra. “Kim- 
bell-Diamond Liquidations” are discussed at p. 467 supra. 

118 Reorganizations under section 368, including stock acquisitions, recapitalizations, 
and divisive reorganizations, are discussed above, beginning at p. 475 supra. 

114 Int, Rev. Cope or 1954, § 381(c) (1). 
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subsequent years, but apparently to one less year than the acquiring cor- 
poration’s losses. 

Section 382 imposes special limits upon the amount of net operating 
loss carry-overs available both to an acquiring corporation in a section 368 
reorganization 145 and to the loss company itself in cases of change of 
ownership of that company’s stock. The limitations are designed to stop 
the traffic in loss companies. 

In the case of a reorganization, and irrespective of whether the loss 
company is the surviving or disappearing corporation, if the stockholders 
of the loss company immediately before the reorganization own less than 
twenty per cent of the fair market value of the outstanding stock of the 
surviving corporation immediately after the reorganization, the net operat- 
ing loss carry-over to the surviving corporation shall be reduced by five 
per cent for each percentage point less than twenty owned by stockholders 
of the loss company. The limitation does not apply if both corporations 
are owned substantially by the same persons in the same proportions. 

In the case of a change in ownership of stock of the loss company by 
reason of a purchase of stock or a decrease in the amount of outstanding 
stock, resulting in an increase in ownership of at least fifty percentage points 
occurring within not more than two taxable years to the ten persons owning 
the greatest percentage of stock, the corporation’s own net operating loss 
will be denied to it as a carry-over, if the corporation has not continued to 
carry on substantially the same trade or business it carried on before any 
change in the ownership. Apparently, new business may be put into the 
corporation as long as it continues the old. In the absence of even proposed 
regulations, there is considerable question as to the requirements for qualifi- 
cation under this provision. 


Earnings and Profits 


The earnings and profits, or deficit in earnings and profits, of the 
transferor carries over to the acquiring corporation as of the date of the 
transfer.1!® Such a deficit, or a deficit of the acquiring corporation, can be 
used to offset only those earnings and profits accumulated after the transfer. 
Earnings and profits of either corporation existing on the date of transfer 
continue in existence. 


Capital Loss Carry-Overs 


The five-year capital loss carry-over of the transferor is available to the 
acquiring corporation under conditions similar to net operating losses.1!7 


115 Reorganizations under section 368 are discussed above, beginning at p. 475 
supra. 

116 Int. Rev. Cope or 1954, § 381(c) (2). 

117 Td. § 381(c) (3). 
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Thus, in the year of transfer, it is available only to the extent of a pro rata 
share of the acquiring corporation’s net capital gain based upon time. 
According to the Senate Finance Committee report, it is also available to one 
less year than that of the acquiring corporation.!!§ 

The remaining sixteen items allow or require continuation of the 
transferor’s accounting methods, inventory policies, depreciation methods, 
etc. They do not appear to present unusual questions; however, they should 
be studied carefully in an applicable case for the possible booby trap that 
seems to be an integral part of so many of the provisions of the 1954 Code. 


8S. Rep. No. 1622, supra note 55, at 280. 


ADDENDUM TO PROVISIONS 
GOVERNING CORPORATIONS 


Final regulations under subchapter C were promulgated as T.D. 6152 
and published in the Federal Register on December 3, 1955, subsequent to 
preparation of the foregoing article. 

Numerous changes were made in the regulations from the Proposed 
Regulations. Most of these changes are revisions of language in the inter- 
ests of clarity but without major change in meaning. Some changes ma- 
terially alter the Treasury Department interpretation of the 1954 Code 
from that found in the Proposed Regulations and discussed in the main 
body of this article, and it is on these changes that comment will be made. 
References herein are to divisions of the main article. 


PART I. DISTRIBUTONS BY CORPORATIONS 
DISTRIBUTIONS OF PROPERTY 


Bargain Purchase. Section 1.301-1(j) of the regulations has been 
changed in the case of a “bargain purchase” by a corporate shareholder. 
As was suggested in the main article as to proper treatment, the regulation 
now proposes bargain purchase treatment only if the amount paid is less 
than both adjusted basis and fair market value, and the amount to be 
treated as a dividend is the excess of the lesser of adjusted basis or fair 
market value over the amount paid. 

Hirshon and Godley Cases. Sections 1.316-1(2) and (3) of the regu- 
lations have been changed to indicate that the rule of the Hirshon and 
Godley cases will not be applied by the Treasury. The regulations, and 
the example there used, now provide that the amount of a distribution to 
a shareholder which is to be treated as a dividend may not exceed earnings 
and profits of the distributing corporation. The regulations thus follow 
congressional intent even though the 1954 Code itself was not changed 
from the 1939 Code under which Hirshon and Godley were decided. 


DISTRIBUTIONS IN REDEMPTION OF STOCK 


Section 1.302-1 of the Proposed Regulations provided that section 
302 did not apply to distributions in complete or partial liquidation unless, 
in connection with a partial liquidation, additional stock was redeemed in 
which case section 302 would apply to the excess. 

The final regulations provide in such a case that section 302(b) shall 
be applied first to each shareholder and sections 346 and 331(a)(2) applied 
second. Further, the example given does not limit the application of section 
302(b) to the excess of the amount which could have been distributed in 
partial liquidation, but, by applying section 302 first, only the remainder 
is treated as a distribution in partial liquidation. Thus, although a distribu- 
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tion of $50,000.00 would qualify as a distribution in partial liquidation if 
distributed pro rata to all shareholders, if it is distributed in complete liqui- 
dation of one shareholder, the transaction will come under section 302 (b) 
(3) instead of sections 331 and 346 and thus be subject to constructive 
ownership rules and the other limitations of section 302. 

Although possibly a correct interpretation when limited to the excess 
of the amount which would qualify as a distribution in partial liquidation, 
the application of the rule to a portion of the amount which would other- 
wise so qualify appears to be directly contrary to section 346(c) of the 
Code and to section 1.346-2 of the regulations. 


Substantially Disproportionate Redemptions 


Section 1.302-2 of the regulations has added language to cope with the 
problem posed in the main article of redemption from a shareholder who 
owns only non-voting preferred stock. In such case the redemption, accord- 
ing to the regulation, “will ordinarily meet the requirements of” section 
302(b)(1), the “substantially equivalent to a dividend” test. Thus, the 
holder of only non-voting preferred stock is denied the assurance of the 
mechanical tests granted his voting or common-holding brethren and must 
either obtain a ruling prior to redemption as before or be content with 
reliance upon the mercies of the examining agent. 


Termination of Shareholder’s Interest 


Section 1.302-4 has added language further restricting the “interest 
of a creditor” that may be retained by providing that the claim cannot be 
subordinate to the claims of general creditors. 


CONSTRUCTIVE OWNERSHIP 


The constructive ownership rules have been somewhat eased by the 
addition to section 1.318-3 of the regulations of the provision that the bene- 
ficiary of an estate ceases to be so for these purposes when he has received 
all the property to which he is entitled and has no further claim against 
the estate and only a “remote possibility” exists that he will have to con- 
tribute to satisfy claims or administration expenses. 


REDEMPTIONS TO PAY DEATH TAXES 


Section 1.303-2(f) of the regulations makes section 303 inapplicable 
also to redemption of stock from a stockholder who received it from the 
executor in satisfaction of a specific monetary bequest, 








TAX CONSIDERATIONS IN MARRIAGE, 
SEPARATION, AND DIVORCE 
SETTLEMENTS 


BY WINFIELD T. DURBIN * 


MARRIAGE IS A RELATIONSHIP with important income, estate, and 
gift tax consequences. In altering the relationship, tax consequences are also 
of drastic importance. Payments and transfers of property may or may not 
be subject to gift tax. Obligations may or may not be deductible for estate 
tax purposes. Transfers of property may or may not be a sale or exchange 
resulting in capital gain. Fees and expenses may or may not be deductible. 
And, finally, payments from the husband to the wife may or may not be 
deductible by him and taxable to her. Accurate planning and prediction of 
tax consequences is essential, it being perhaps most obvious that in dividing 
family income the division of the income tax burden should not only be 
such as to produce the least taxes but should above all be final and certain. 

The main purpose of this article is to clarify and put in order the diffi- 
cult and confusing tax considerations involved, and thereby to assist the 
general attorney and the divorce expert in understanding the tax law and 
in working out marriage, separation, and divorce agreements. To some ex- 
tent, a basis may be provided for further understanding and development in 
this branch of the law. 

Because of the interaction between substantive law and tax law and the 
fact that tax objectives can only be sought in the framework of what is per- 
missible under local law, some attention is paid to matters of substantive law. 
There is no attempt, however, to offer an exposition or collection of author- 
ities on the subject of the law of divorce or domestic relations. The local 
law background is assumed to be that of a common-law state not having 
community property. There is no discussion of the tax or local law prob- 
lems involved with community property. 

The approach taken is generally chronological, marriage and separation 
being considered before divorce so that separate treatment can be given to 
the different situations and agreements, notwithstanding that to some ex- 
tent the same or related tax questions may re-occur. 

At the time of the writing of this article, no new regulations under the 
1954 Code had been issued. The references to Regulations are to the exist- 
ing Regulations under the 1939 Code which continue in effect except where 
inconsistent with the new Code. While several questions of construction 
arise under the 1954 Code changes, and it will be interesting to see whether 
the Commissioner will take a position on such matters, the questions are not 


* WINFIELD T. DURBIN. A.B. 1934, Williams College; LL.B. 1937, Har- 
vard University; partner in firm of MacLeish, Spray, Price and Under- 
 awood, Chicago, Illinois. 
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the sort that lend themselves to solution by regulation. As before, final 
clarification of the law will require court decisions or amendment of the 
Code.! 


ANTENUPTIAL AND POSTNUPTIAL SETTLEMENTS OF 
PROPERTY RIGHTS 


General 


Since public policy does not forbid the settlement and termination of 
rights of inheritance, including a wife’s right of dower and statutory right to 
renounce her husband’s will and receive a share of his estate, the parties can 
enter into a contract terminating these rights either before ? or after * mar- 
riage. It is usually recited that each party gives up all rights in the property 
of the other, leaving each nevertheless free to make voluntary dispositions 
in favor of the other by will or by gift. Where one party, such as the wife, 
has no property and little prospect of acquiring any, the validity of the 
agreement may be strengthened from the point of view of mutuality by 
the husband either making a present transfer of property or else agreeing 
to make a transfer in the future.* 

In a typical state like Illinois, which does not have community property 
and in which the wife does not acquire any rights in the husband’s property 
except dower and the right to renounce his will and receive a statutory 
share, the only proper subject of an agreement where there is no separation 
is rights of inheritance. The agreement cannot properly provide for the 
terms of a divorce settlement if the marriage should fail.5 Moreover, it is 
doubtful whether the agreement can settle or determine support for the wife 
during marriage,® although the husband could perhaps agree to pay a 
minimum amount. 


Estate and Gift Taxes 


Where the agreement creates a claim against the husband's estate in licu 


! The citation of authorities is not intended to be complete since the purpose of 
the article is to clarify the law and the treatment of the tax problems rather than to 
collect authorities. 

? Geiger v. Merle, 360 Ill. 497, 196 N.E. 497 (1935). 

8 Kohler v. Kohler, 316 III. 33, 146 N.E. 476 (1925); see note 49 A.L.R. 116-153. 

* For convenience in expression, the person transferring property, making payments, 
etc., is in all instances referred to as the husband. However, the positions of the parties 
may be reversed. The tax law, as in § 7701(a) (17) of the 1954 Code and § 3797(a) (17) 
of the 1939 Code, recognizes this and covers payments made by the wife. 

5Scherba v. Scherba, 340 Mich. 228, 65 N.W.2d 758 (1954). Sce cases cited in 
LinpEy, SEPARATION AGREEMENTS AND ANTE-NUPTIAL ContTRACTs 825 (rev. ed. 1953). 
Such an agreement would be considered an inducement to divorce. 

8 Laleman v. Crombez, 6 Ill.2d 194, 127 N.E.2d 489 (1955); Van Koten v. Van- 
Koten 323 Ill. 323, 154 N.E. 146 (1926); Berge v. Berge, 366 Ill. 228, 8 N.E.2d 623 (1937); 
Vock v. Vock, 365 Ill. 432, 6 N.E.2d 843 (1937); Warner v. Warner, 235 Ill. 448, 85 
N.E. 630 (1908); Wutiiston, Contracts § 174 (rev. ed. 1937). 
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of the wife’s statutory inheritance rights, there is no deduction on his death 
for estate tax purposes (aside from the matter of the “marital deduction’). 
Section 2043 of the Internal Revenue Code of 19547 continues the prior law 
and provides that claims, when founded on a promise or agreement, shall 
only be deductible to the extent that they were contracted for a full con- 
sideration “in money or money’s worth.” It is further provided in section 
2043(b) that relinquishment of dower, statutory estate, or other marital 
rights shall not be considered full consideration in money or money’s worth. 
This is justified by the fact that the wife’s basic right of inheritance is not a 
deductible claim. 

Where property is transferred in the first instance in settlement of the 
wife’s rights, it is also clear that the transfer is a taxable gift. While the tax 
statute has never contained any gift tax provision on the subject, the United 
States Supreme Court in 1945 held that the gift tax should be consistent 
with the estate tax and read into the gift tax provisions both the requirement 
of full monetary consideration to the donor and the corollary proposition 
that release of marital property rights or inheritance rights is not such con- 
sideration.’ On the facts in the above Supreme Court decisions, it is imma- 
terial that the bargain may be an excellent one from the point of view of 
the husband and that the wife may suffer a financial detriment because of 
independent circumstances such as her giving up substantial payments from 
a previous husband. 

Since a transfer in consideration of release of marital rights is a gift, 
proper tax planning requires that the gift tax be held to a minimum. If an 
antenuptial agreement is involved and the property is transferred to the wife 
in advance of marriage, the husband cannot take advantage of the gift tax 
benefits provided for gifts between spouses under section 2523(a) whereby 
one-half of the gift is exempt. It is not enough that the parties may be mar- 
ried before the end of the year. Section 2523(a) requires that they be mar- 
ried at the time of the gift. 

It might seem, therefore, that an antenuptial agreement should provide 
that the payment or the delivery of the property should take place after, 
rather than before, the marriage. It might, moreover, be provided that a 
portion of the payment should be in installments over a period of years so 
as to take advantage of the annual $3,000.00 gift tax exclusion. In this, 
however, a serious obstacle is presented by certain court decisions. 


A Promise as a Gift (The “Copley” Problem) 
The Court of Appeals for the Seventh Circuit in Commissioner v. 


7™Unless otherwise indicated, all statutory references herein are to the Internal 
Revenue Code of 1954, 68A Srat. 3 (1954), 26 U.S.C. §§ 1-8023 (Supp. II, 1954). 

8 Comm’r v. Wemyss, 324 U.S. 303, 65 Sup. Ct. 652 (1945); Merrill v. Fahs, 324 U.S. 
308, 65 Sup. Ct. 655 (1945); see also E.T. 19, 1946-2 Cum. Bux. 166. 
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Copley’s Estate,® and the Court of Appeals for the Second Circuit,!° have 
held that a “transfer” for gift tax purposes occurs at the time of the promise 
to make a transfer rather than at the time of performance.” It is felt that 
the enforcible promise gives the promisee an immediate asset. The gift, 
therefore, might occur at the time of execution of the antenuptial agreement 
with no benefit from the marital gift tax provisions. 

Also, there would be no benefit from the annual gift tax exclusion 
where installment payments are involved. In one of the above cases, it was 
held that there was a present gift of the discounted value of future install- 
ments.” 

The above cases probably do not go beyond holding that a gift occurs 
at the first time when there is an unconditional promise. The promise to 
transfer immediately after marriage might appear to be conditional on mar- 
riage; but the difficulty is that the promisor has also agreed to go through 
with the marriage. There would be better protection against the problem 
presented by these cases if the delivery were to occur at some time subse- 
quent to the marriage and were conditioned on the wife then being alive. 
Actuarial computations based on her life expectancy should not be invoked 
in this situation since there is the reasonable alternative of imposing the gift 
tax at the time of the transfer. Other conditions, such as the condition that 
the parties be living together, would, however, provide additional protec- 
tion. As an alternative, the agreement might be signed immediately after 
the marriage. 

In the case of a promise to leave the spouse a certain amount by will, 
the contention might be made that an immediate gift tax is involved. How- 
ever, aside from the effect of a condition that the spouse survive, it should 
be recognized that marriage itself creates rights of inheritance in the wife, 
and yet it has never been asserted that marriage occasions a gift tax. If the 
gift tax were imposed, the estate still might not be relieved of the estate tax. 
While the Copley case held that there is no gift for gift tax purposes when 
the promise is performed, it does not inevitably follow that there is no 
estate tax when the promise matures on death. 

It should be apparent from this discussion that while there may be some 
logic behind the decisions that the creation of a binding obligation is a gift, 
the rule has broad consequences extending throughout the estate and gift 
tax fields and promises to create considerable confusion if followed by other 


courts. 


9194 F.2d 364 (7th Cir. 1952). 

10Comm’r v. Harris, 178 F.2d 861 (2d Cir. 1949), rev’d, 340 U.S. 106, 71 Sup. Ct. 
181 (1950); see Rosenthal v. Comm’r, 205 F.2d 505 (2d Cir. 1953). 

11 Previously, it had been held that a gift did not occur until the transfer in per- 
formance of the promise. City Bank Farmers Trust Co. v. Hoey, 101 F.2d 9 (2d Cir. 
1939); John D. Archbold, 42 B.T.A. 453 (1940). 

12Comm’r v. Harris, supra note 10. 
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Income Tax — Transfer of Property as Sale or Exchange 


Since the transfer of property by one spouse to the other in considera- 
tion of the release of marital rights or rights of inheritance is a taxable gift, 
it might be supposed that no gain or loss would be realized on the transfer 
for income tax purposes and that the donee acquires a basis by gift under 
section 1015(a). If there were a promise to pay a sum of money, and then 
property was transferred in satisfaction of the obligation, there would, of 
course, be a sale; 1* but where the promise is to transfer the very property 
which is ultimately transferred, it might be supposed that no sale occurs. 
This supposition is reinforced by the intangible character of the rights that 
the wife gives up, which are rights in such property as the husband may have 
at the time of his death, and which are contingent on her surviving him.'* 

However, there is formidable authority to the effect that the transfer 
may be a sale, the transferor realizing gain (or loss, subject to the related 
taxpayer provisions of section 267) according to the difference between the 
value of the property at the time of transfer and his cost basis, and the trans- 
feree receiving as a cost basis the value of the property at the time of the 
transfer under section 1012. 

In Farid-Es-Sultaneh v. Commissioner,® the Court of Appeals for the 
Second Circuit held in 1947 that in the case of an antenuptial transfer the 
prospective wife obtained a cost basis equal to the value of the property at 
the time of transfer, it being implicit in the decision that the transfer was a 
sale resulting in gain to the transferor.1® The case involved an antenuptial 
agreement between S. S. Kresge, then fifty-seven years old and having assets 
worth approximately $375,000,000.00, and his prospective wife, Doris, who 
was thirty-two years old.17 On these extreme facts, it was apparent that 
notwithstanding future contingencies the bride’s rights of inheritance were 
worth more than the property received. In other cases, valuing the rights 


18 Kenan v. Comm’r, 114 F.2d 217 (2d Cir. 1940), affirming 40 B.T.A. 824 (1939). 

14In Merrill v. Fahs, supra note 8, the Commissioner argued that the rights given 
up by the prospective wife were too contingent and uncertain to be valued, citing 
Humes v. United States, 276 U.S. 487, 48 Sup. Ct. 347 (1928). See Merrill v. Fahs, 
supra at 310. 

15 160 F.2d 812 (2d Cir. 1947). The majority of the court found no difficulty with 
the gift tax cases Comm’r v. Wemyss and Merrill v. Fahs, supra note 8, and held that 
the fact that the transfer was a gift for gift tax purposes and was referred to in the 
agreement as a gift was immaterial. The gift tax cases recognize that the husband re- 
ceives valuable consideration in obtaining for himself and his estate the release of the 
wife’s rights of inheritance. 

16 The donee of a gift acquires the donor’s basis (or for purposes of loss the value 
at the time of gift if lower). INT. Rev. Cope or 1954, § 1015. But even though the 
transfer is a gift for gift tax purposes, if it is an exchange for income tax purposes from 
the point of view of the donor, the donee acquires a basis under § 1012 instead of § 
1015. 

17 While the antenuptial agreement included a provision releasing the right to sup- 
port and the wife neither claimed nor received alimony in the subsequent divorce, it 
does not follow that such a provision is valid under New York law. 
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of inheritance would constitute a serious problem and might well lead the 
courts to an opposite decision. The subject is given additional consideration 
below in connection with divorce or separation settlements.'§ 

If Farid-Es-Sultaneh should be followed, it might be argued that the 
wife or donee realizes income in giving up or selling her inheritance rights. 
There would then be a serious question as to what basis, if any, she has. 
It is difficult to believe that this step will be taken by the courts or that the 
problem is serious from the point of view of the wife. 


INCOME TAX STATUS BEFORE DECREE OF DIVORCE 
OR SEPARATE MAINTENANCE 


Before the 1954 Code, seperation had no tax consequences. Payments 
made by a husband for the support of his wife (and children) pending 
divorce were no different from payments made by any husband living 
happily under the same roof with his wife. It did not matter that there 
was a separation or divorce agreement, or a preliminary decree in a divorce 
action requiring the payments, as long as there was no final decree. Section 
22(k) of the 1939 Code referred only to payments to a wife “who is di- 
vorced or legally separated from her husband under a decree of divorce or 
separate maintenance.” !® 

This had the practical consequence that January and February, or the 
early months of the year, were favored for the entry of a decree. In con- 
trast, if the decree were entered in December, the husband would lose the 
right to file a joint return, and yet payments made during the period of 
separation or while the divorce action was pending (even under a decree 
requiring temporary support payments) would not be deductible.*° 

In changing this, the 1954 Code afforded substantial relief to taxpayers 
and simplified the task of tax planning. Section 71(a)(1) of the 1954 Code 
(in conjunction with section 215) continues the rule that periodic payments 


18 See discussion at p. 498 and notes 30 and 31 infra. 

19 The reason for distinguishing between actual divorce or separate maintenance 
and mere separation was presumably to prevent couples who were separated from having 
an advantage over those who were not. This reason disappeared in 1948 when married 
couples were permitted to file joint returns. The 1954 amendment making payments 
during separation and before divorce deductible and taxable to the wife should have 
been enacted in 1948. 

20 With respect to interlocutory decrees there appears to be considerable confusion. 
The Internal Revenue Service takes the position that the criterion is the same for pur- 
poses of the alimony provisions, the right to file a joint return, and the right to treat a 
spouse as a dependent, holding that any court decree, even though not a decree of 
absolute divorce, which legally separates the parties is sufficient. Rev. Rul. 55-178, 1955 
Int. Rev. Butt. No. 13, at 31. In this the Service disagrees with the decisions of the 
Tax Court and of the courts of appeals in Comm’r v. Eccles, 208 F.2d 796 (4th Cir. 
1953), affirming 19 T.C. 1049 (1953), and Comm’r v. Evans, 211 F.2d 378 (10th Cir. 
1954), affirming 19 T.C. 1102 (1953). The above ruling does not clarify the matter of 
when an interlocutory decree “separates the parties.” See also I.T. 3761, 1945 Cum. 
BuLt. 76; I.T. 3934, 1949-1 Cum. Buu. 54 (California decrees). 
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are deductible by the husband and taxable to the wife where there has been 
a decree of divorce or separate maintenance and the payments are made 
pursuant to an obligation arising under the decree or a written instrument 
incident to the divorce or separation. In addition to this, however, two 
alternative circumstances are provided for. Section 71(a)(2) provides that 
if there is a separation and a written separation agreement executed after 
enactment (August 16, 1954), periodic payments made after and under the 
agreement are taxable to the wife, provided a joint return is not filed. Section 
71(a)(3) makes the same provision with respect to payments after August 
16, 1954, under a decree “requiring the husband to make the payments for 
her support or maintenance” entered after March 1, 1954. Such a decree 
need not be a final decree of divorce or separate maintenance. These pay- 
ments are then deductible by the husband under section 215. 

Under the new Code, it is important from the point of view of the hus- 
band that there be some sort of written agreement entered into as soon as 
possible covering the payments to be made by him pending the divorce. 
In the past, the usual procedure when the wife was seeking the divorce was 
for her to apply to the court immediately after filing her divorce complaint 
for an order requiring temporary support payments. Now, however, if the 
husband is disposed to make adequate payments without formality, the wife 
may be the better advised merely to accept such payments. The husband, 
on the other hand, will want a written agreement or even a court order so 
that the payments will be deductible by him and taxable to her. 

It is not clear whether a letter or written statement sent by the husband 
to the wife accompanying the first check and undertaking te continue the 
payments will constitute an agreement for purposes of section 71(a)(2) if 
the wife cashes the check. Probably the question is whether there is a 
manifestation of intention to agree. It is apparently immaterial that there 
may be a question in some states, as there is in Illinois, whether a wife can 
release or settle her right to receive support during marriage. The report 
of the Senate Finance Committee with respect to section 71 states that it does 
not matter for purposes of 71(a)(2) “whether or not the instrument is an 
instrument enforceable in a court of law.” 74 

The husband’s bargaining position is improved by the new rule making 
support payments taxable to the wife before divorce, because a wife cannot 
be compelled to join in a joint return and was formerly in a position to exact 
consideration for doing so. Now she will have to pay her own tax on the 
temporary support payments if she refuses to agree to a joint return. 

A joint return will almost always produce less total taxes because it 
exactly equalizes the incomes. Where there has been no divorce, neither 


21S, Rep. No. 1622, 83d Cong., 2d Sess. 171 (1954). A letter has been held to be a 
“written instrument” under the 1939 Code. Charles Campbell, 15 T.C. 355 (1950); Floyd 
W. Jefferson, 13 T.C. 1092 (1949). With respect to the matter of local law see note 
6, supra. 
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party can qualify as head-of-a-household under section 182. However, if 
the payments to the wife amount to approximately one-half of the husband’s 
income, separate returns may sometimes work out advantageously because 
the wife can use the standard deduction. (After divorce or separate main- 
tenance, the taxes may in some instances be less than they were when the 
parties were married because the income may be split about evenly, and one 
or possibly both of the parties may qualify for the head-of-a-household 
rates. ) 

Section 71(b) is similar to the former section 22(k) in providing that 
the wife is not taxable on any part of the amount paid to her which is fixed 
for the support of minor children. By implication, the entire amount paid 
to the wife is deductible even though it is partly for the support of the minor 
children provided there is no separation or division as mentioned in section 
71(b).** This implication has a firm basis going back to the Committee 
reports accompanying the 1942 Act.?8 

It may be noted that while the old section 22(k) and the new sections 
71(a)(1) and 71(a)(2) all refer to periodic payments in discharge of a legal 
obligation imposed “because of the marital or family relationship,” section 
71(a)(3) involving payments under a temporary decree refers instead to 
payments “for her support or maintenance.” This difference in language is 
unfortunate, but it should not lead to the conclusion that payments under a 
temporary decree for the combined support of the wife and children are 
not taxable to her. In section 71(a)(3), Congress apparently had in mind 
temporary decrees involving only support (as distinguished from a final 
settlement of all rights including property rights) and deliberately referred 
to support or maintenance, but mentioned only the wife through oversight, 
or because it was assumed that, as before, no distinction was to be made be- 
tween support for the wife and support for the children where the parents, 
or, in this case, the court, made no distinction. 


EFFECT OF 1954 CODE ON 
“INCIDENT TO DIVORCE” REQUIREMENT 


The alternative provision in section 71(a)(2) making periodic payments 
taxable to the wife under an agreement may be construed as being applicable 
after, as well as before, divorce and as, therefore, eliminating the “incident 
to divorce” requirement which has been outmoded since the income-splitting 
provisions for husbands and wives were inserted in 1948. 

Under the 1939 Code, if there was a separation agreement and in a 
subsequent divorce the wife waived alimony because of periodic payments 
provided for in the separation agreement, the payments nevertheless might 
not be deductible by the husband and taxable to her, because the agreement 


22 Mandel v. Comm’r, 185 F.2d 50 (7th Cir. 1950). 
23 See 1942-2 Cum. Butt. 429, 570. 
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was not “incident to such divorce” under old section 22(k). Depending on 
~ whether divorce was contemplated at the time of the agreement and upon 
other circumstances the courts held that the agreement was incident to the 
divorce *4 or that it was not.2> The problem could be avoided by adopting 
the agreement in the divorce decree.”® 

Now, however, the entire problem is eliminated if section 71(a)(2) in- 
cludes a wife who is divorced in referring to a wife who is “separated from 
her husband.” 

While section 71(a)(2) is expressly made applicable only where the 
agreement is executed after the date of enactment of the 1954 Code, it may 
possibly be useful in curing outstanding difficulties. It may be that, pending 
divorce, the parties can cancel an existing separation agreement made before 
enactment of the 1954 Code and execute a new one. However, it seems 
improbable that a past mistake in failing to make a separation agreement in- 
cident to divorce could be cured by now executing a new agreement after 
the divorce. It is doubtful that this would constitute a “separation agree- 
ment” even if a divorced wife can come under section 71 (a) (2). 

A related question would arise if, after a divorce and surrender of 
jurisdiction by the divorce court, a husband should voluntarily agree to 
make additional alimony payments by the device of substituting a new 
agreement. (It might make a difference whether the original agreement 
was a separation agreement or divorce agreement.) Under the “incident to 
divorce” requirement of the former Code, increased, as distinguished from 
reduced, payments under such a new or amended agreement would not be 
taxable to the wife, although the Court of Appeals for the Second Circuit 
appears to have held the contrary in Newton v. Pedrick.2* There is the 
additional question whether section 71(a)(2) applies to an agreement which 
is gratuitous, notwithstanding the statement in the Senate Report that the 
agreement does not need to be enforceable in a court of law.?8 


PROPERTY TRANSFERS IN 
SEPARATION AND DIVORCE 


Income Tax—Gain or Loss 


Where one of the parties to a separation or divorce transfers property 


4Lerner v. Comm’r, 195 F.2d 296 (2d Cir. 1952), reversing 15 T.C. 379 (1950); 
Elizabeth E. Guggenheim, 16 T.C. 1561 (1951); Bertram G. Zilmer, 16 T.C. 365 (1951); 
Robert Wood Johnson, 10 T.C. 647 (1948); Tuckie G. Hesse, 7 T.C. 700 (1946). 

25 Harold Holt, 23 T.C. No. 57 (Dec. 13, 1954); Frances Hamer Johnson, 21 T.C. 
371 (1953). 

26 Muriel Dodge Neeman, 13 T.C. 397 (1949). However, it is not necessary for the 
agreement to be incorporated in the decree. For a discussion of the conflict in the cases 
as to whether the agreement must be incident to the decree or merely the divorce see 
Raoul Walsh, 21 T.C. 1063 (1954), and Newton v. Pedrick, 212 F.2d 357 (2d Cir. 1954). 

27 Supra note 26. 


28 See discussion at p. 495 supra. 
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instead of money to the other, the question arises whether gain or loss will 
be realized by the transferor for income tax purposes without regard to the 
gift tax treatment. It is assumed that the terms of the settlement do not 
create an obligation expressed in money which is then satisfied by the trans- 
fer of property. Instead, the question is whether in a bargained exchange 
or settlement the transferor should not be considered to have exchanged the 
transferred property for something (the release of obligations of himself 
or of his estate) having at least as great a value. 

As appears above,”® it has been held in the Farid-Es-Sultaneh case, that 
the transferee acquires a new cost basis and hence the transferor realizes 
gain or loss even where the transfer is purely in settlement of inheritance 
rights, at least where the value of such rights is obviously in excess of the 
value of the property transferred. While the case involved an antenuptial 
transfer, the principle would be equally applicable to a transfer in connec- 
tion with separation or divorce. The fact that the transfer may be subject 
to gift tax and that a double tax may result is apparently immaterial. 

Antedating the above decision, the courts have held in several cases that 
a husband realizes gain in the transfer of appreciated property to his wife 
in a separation or divorce settlement in consideration of her marital rights, 
including primarily support rights,®° and that the wife obtains a cost basis 
for the property equal to its value at the time of transfer.*! The rule with 
respect to such transfers would appear to be fairly well settled, whatever 
the situation may be with respect to transfers entirely for property rights 
or particularly antenuptial transfers. 

The central problem in treating a transfer of property in settlement of 
marital rights as a sale or exchange for income tax purposes is that such treat- 
ment assumes that the rights relinquished by the donee equal the current 
value of the property transferred. From this point of view, three types of 
transfers may be considered in abstraction; viz., (a) transfers in settlement 
of support rights incident to divorce, (b) transfers in settlement of property 
and inheritance rights incident to separation or divorce, and (c) transfers 
in settlement of inheritance rights in antenuptial or postnuptial agreements 
not involving separation or divorce. 

The first case is clearly the strongest for finding a taxable exchange. 
Support rights are more capable of evaluation based on the husband’s present 
income and assets. In some states, local law may give the divorce court 


29 See discussion at p. 493 supra. 

30 Comm’r v. Halliwell, 131 F.2d 642 (2d Cir. 1942), reversing 44 B.T.A. 740 (1941), 
cert. denied, 319 U.S. 741, 63 Sup. Ct. 1029 (1942); Comm’r v. Mesta, 123 F.2d 986 (3d 
Cir. 1941), reversing 42 B.T.A. 933 (1940), cert. denied, 316 U.S. 695, 62 Sup. Ct. 1290 
(1941). 

31 Comm’r v. Patino, 186 F.2d 962 (4th Cir. 1950), affirming 13 T.C. 816 (1949); 
Edna W. Gardner Trust, 20 T.C. 885 (1953). 
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power to determine the present value of support rights and to award a lump 
sum settlement.*? Also, there has been no gift tax. 

However in the case of any divorce or separation settlement, even 
where inheritance rights are involved, the theory seems to have been adopted 
that the value received will be presumed to equal the value of the property 
transferred. While the theory is unrealistic if applied to payments which 
are actually an inducement to the wife to consent to the divorce, the courts 
have customarily ignored this aspect of divorce settlements in tax cases. 

The presumption of receipt of equivalent value should, however, be 
held inapplicable to antenuptial agreements. Statistically it may be that in 
most cases the prospective spouse who makes the transfer is a person of con- 
siderable wealth and the value of the transferred property may actually be 
small compared with the estate of the transferor. However, such agree- 
ments are not primarily arm’s length negotiations. There may be a donative 
element. 

From another point of view, it would seem that in principle there 
might be a distinction between transfers in settlement of a money right, 
such as a right to support, and transfers in settlement of property rights. 
There is a possible analogy in distributions from estates and trusts. Where 
a beneficiary has a right to a pecuniary legacy or to a sum of money and 
the fiduciary, pursuant to a discretionary power, satisfies the right with 
property, there is a sale by the fiduciary for income tax purposes.** On the 
other hand, if the beneficiary has a right to a fractional interest in a fund 
of securities and the right is satisfied by the transfer of certain securities 
according to a valuation, there apparently is no sale or exchange by the 
fiduciary. The property transferred is considered the same, or of the same 
nature, as the property interest of the beneficiary. This is also true where 
a widow accepts a gift of property under a will in lieu of her statutory 
share. This might be extended to a case where the spouse has contingent 
rights in the property of the other spouse and receives a portion of that 
property in satisfaction of such rights in a divorce settlement. 

There may be some merit (in view of the gift tax relief mentioned be- 
low) in having the agreement in two parts and identifying separate property 
as transferred for support rights and for property rights where appreciated 
property must be used to some extent. 

The use of property which has declined in value has its disadvantages. 
If the transfer is not considered a sale, the basis rules applicable to gifts apply 


32 Section 18 of the Illinois Divorce Act (Itu. Rev. Strat. c. 40, § 19 (1953)) provides 
that the court may order the husband or wife to pay the other such sum of money or 
to convey such real or personal property, which may be paid or conveyed in gross, as 
settlement in lieu of alimony, as the court deems equitable. 

33 Kenan v. Comm’r, 114 F.2d 217 (2d Cir. 1940), affirming 40 B.T.A. 824 (1939); 
Suisman v. Eaton, 15 F. Supp. 113 (D. Conn. 1935), aff'd per curiam sub. nom., Suisman 
v. Hartford-Connecticut Trust Co., 83 F.2d 1019, cert. denied, 299 U.S. 573, 48 Sup. Ct. 
347 (1936); John H. Brinckerhoff, 8 T.C. 1045 (1947). 


























500 THE INTERNAL REVENUE CODE OF 1954 [Vor. 1955 


to determine the recipient’s basis. If it is considered a sale, the loss would 
be disallowed under the related-taxpayer provision in section 267. This 
might be avoided by having the transfer occur after the divorce. 


Estate and Gift Taxes 


The subject of the estate tax and gift tax in connection with liability 
incurred or property transferred in consideration of release of marital prop- 
erty rights has been discussed above in connection with antenuptial and 
postnuptial agreements.** Before the 1954 Code, the results were the same 
in the case of separation or divorce agreements (at least where not adopted 
in a decree). The antagonistic character of the negotiations did not prevent 
the imposition of a transfer tax on the donor or his estate. 

While section 2516 of the 1954 Code has provided exemption from gift 
tax, the relief does not extend to pre-1955 transfers or to the estate tax. The 
subject, and its historical development, continues to be important. 

Under the 1939 Code, there was no estate tax deduction for an obliga- 
tion incurred in the settlement of marital property rights in connection with 
a divorce, because a release of property rights was not consideration in 
“money or money’s worth” under the express terms of the old section 
812(b). On the other hand, if the obligation of the husband’s estate was in 
lieu of alimony or in settlement of support rights, then a deduction was in 
order since the prohibition referred to “marital rights in the decedent’s 
property or estate” which, the Commissioner ultimately conceded, did not 
include support rights. This remains the same under section 2043(b) of 
the 1954 Code. 

The Commissioner took the position, as expressed in E.T. 19,35 that 
for gift tax purposes, as well as for estate tax purposes, an allocation must 
be made to determine what part of a transfer in a divorce settlement is in 
satisfaction of property rights and what part is in satisfaction of support 
rights. The former was subject to gift tax, and the latter was not. This 
resulted in a curious state of affairs, because in many cases where the hus- 
band wanted the divorce a substantial part of the settlement made on the 
wife was attributable to neither property rights mor support rights. In the 
examination of the husband’s gift tax return, the agent would seek to deter- 
mine a reasonable amount for support and to tax the remainder as a gift, 
whereas the husband’s counsel, starting at the other end, would assert that 
the wife had no property rights aside from dower in real estate and that, 
therefore, everything beyond such dower must be for support. 


34 See discussion beginning at p. 490 supra. 

35 1946-2 Cum. BuLL. 166. Periodic as well as lump sum payments could be subject 
to gift tax; and under the Copley rule (supra p. 491) the gift could occur in one year 
at the time of the agreement. 
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In Commissioner v. Maresi,5* it was held that since the provision in sec- 
tion 812(b) of the 1939 Code, requiring full consideration in money or 
money’s worth in order for a claim to be deductible for estate tax purposes, 
was limited to cases where the claim was founded “upon a promise or agree- 
ment,” it did not apply to a claim based on a decree. The court held that 
the entire amount was deductible for estate tax purposes without any alloca- 
tion between support rights and property rights where the divorce decree 
adopted and approved the settlement agreement. The court reasoned that 
the obligation was founded upon the decree and not the prior agreement. 

In Harris v. Commissioner,3* the Supreme Court approved the Maresi 
decision and extended it to the gift tax in a five-to-four decision.** The facts 
in Harris were weaker in one respect because both the agreement and the 
decree provided that the agreement should “survive” the decree. (This 
probably only meant that the parties could sue on the agreement as well as 
the decree and that the court could not modify the provisions after the 
decree.) However, the agreement also provided that it should be submitted 
to the court and should not become operative unless approved by the court. 

The Harris case offered taxpayers a way out of their gift tax difficulties 
by having the court order the payments or by having the agreement in- 
corporated or approved in the decree. It did not, however, provide much 
assurance in cases where the parties might prefer to have the court simply 
find that there had been an out-of-court settlement and that the wife waived 
alimony. To the discerning, it did not provide full assurance where the court 
approved a separation agreement settling inheritance rights. 

If an exemption was intended in the statute when there is judicial 
compulsion or compulsion of law, then the test should be whether the hus- 
band could have been required by the court to transfer the property or to 
make the payments. In such cases, an entirely out-of-court settlement should 
have the same standing as one embodied in the decree. On the other hand, 
if the husband agreed to make a transfer which was beyond any obligation 
that the court could have imposed by reason of the divorce, then the excess 


36 156 F.2d 929 (2d Cir. 1946). The Maresi case is also important because an estate 
tax deduction was allowed for the present discounted value of an annuity to be paid 
by the decedent’s estate to the divorced wife, notwithstanding that the payments were to 
terminate on her death or remarriage. Actuarial computations based on remarriage 
statistics were accepted by the court. 

37 340 U.S. 106, 71 Sup. Cr. 181 (1950). 

38For further development of the Harris topic before and after the Supreme 
Court decision, see Comm’r v. Watson, 216 F.2d 941 (2d Cir. 1954), affirming 20 T.C. 
386 (1953); Rosenthal v. Comm’r, 205 F.2d 505 (2d Cir. 1953), reversing 17 T.C. 1047 
(1951); McMurtry v. Comm’r, 203 F.2d 659 (1st Cir. 1953), vacating and remanding 16 
T.C. 168 (1951); Comm’r v. Barnard’s Estate, 176 F.2d 233 (2d Cir. 1949), affirming in 
part, reversing in part 9 T.C. 61 (1947); Comm’r v. Converse, 163 F.2d 131 (2d Cir. 1947), 
affirming 5 T.C. 1014 (1945); Estate of Chester H. Bowers, 23 T.C. No. 114 (Feb. 21, 
1955); Rev. Rel. 54-29, 1954-1 Cum. Butt. 186; see Pedrick, The Gift Tax Jurisdiction 
of the Divorce Court, 46 Itt. L. Rev. 177 (1951). 
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should not be immune from gift and estate tax even though approved and 
ordered in a consent decree. 

In Illinois and many other states, the only rights of the wife upon 
divorce are the rights to support and dower in real estate (assuming that 
there is no property which in equity belongs to the wife as under section 
17 of the Illinois Divorce act).3® Even if the wife obtains a divorce for the 
fault of the husband, she loses her rights of inheritance in personal property 
and is not entitled to compensation on such account. This also appears to be 
the rule in Nevada, the statute having been changed since the divorce in- 
volved in Harris was obtained. 

Where, as is frequently the case, the husband agrees to pay the wife an 
additional amount for her “property rights” (in order to obtain the divorce), 
a divorce decree approving the agreement should add nothing to the agree- 
ment itself. If the parties enter into a separation agreement, supposedly con- 
templating that they will remain married and therefore settling the wife’s 
rights of inheritance, it is beyond the proper jurisdiction of a divorce 
court to approve this feature of the settlement. The device sometimes used 
is to have the agreement provide that the payments are for property rights, 
but that if there is a divorce the same payments will be intended for support 
and the agreement will be submitted to the court. This may get by, but 
there is an obvious element of subterfuge. Amounts sufficient for property 
rights and support before divorce would be more than sufficient for support 
alone after divorce, notwithstanding the former difference in income tax 
treatment. 

It is not yet clear what recognition will be given, in applying the 
Harris case, to the underlying matter of divorce law and the question 
whether such law entitled the wife to compensation for rights of inheritance 
or other property rights. In Revenue Ruling 54-29,41 which happened to 
involve the estate tax on life insurance, the Commissioner stated the require- 
ments of the Harris case without specifically mentioning the matter of 
local law. While some of the cases following the Harris case have paid 
attention to the local law provision, most resemble Revenue Ruling 54-29 in 
stressing the superficial requirements that the agreement purport to be 
dependent on court approval and that the court must have power to approve 
or disapprove.*? These tests for determining whether a private agreement 
or a decree is involved seem artificial. As a practical matter, the court will 
accept the agreement of the parties. 


39 See Itt. Rev. Srat. c. 40, §§ 18, 19 (1953). 

40 Before 1943, the Nevada statute authorized the court to make equitable dispo- 
sition of the “community and separate property.” Nevada Compiled Laws (Supp. 1931- 
1941) § 9463. By amendment in 1943, the words “and separate” were deleted. NEv. 
Stat. 117 (1943). 

41 1954-1 Cum. BuLL. 186. 


42 See cases cited note 38, supra. 
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Actually, the elimination in the agreement of any requirement that it be 
conditioned on approval in the decree would run into the Copley problem 
and would have defeated itself if the Copley rule is correct. The gift 
would occur at the time of the unconditional agreement, and the decree 
would come too late. 

Congress in section 2516 of the 1954 Code, presumably in recognition 
of some of these difficulties, exempted from the gift tax transfers made 
pursuant to a written agreement where divorce occurs within two years 
after the agreement and whether or not the agreement is approved by the 
divorce decree. In this case, separate maintenance is not the equivalent of 
divorce.* 

No similar provision was inserted with respect to the estate tax. This 
discrepancy should be remedied by amendment. Even if Congress meant 
partly to honor the somewhat primitive concept that a gift can only occur 
where there are friendly feelings, there is no reason for not extending the 
same principle to the estate tax. 

The significant feature of section 2516 is the two-year requirement. 
Where the parties are considering settlement of inheritance rights in con- 
nection with a separation which may or may not lead to divorce, they may 
be forced to postpone the settlement until the ultimate outcome is for- 
seeable so that a gift tax will not be incurred needlessly by the agreement 
having been made too soon. 

Being one of the gift tax provisions and a part of chapter 12, section 
2516 is applicable to transfers in the calendar year 1955 and subsequent 
years. It would seem that if the transfer occurs in 1955, the relief from 
gift tax is applicable even though the written agreement and even the 
divorce occurred previously. This, however, introduces the Copley problem 
discussed above and the possibility that the relief might not be applicable 
because the transfer would be considered to have occurred either when the 
agreement was made or, if the agreement was conditioned on the decree, 
when the decree was entered. 

In some instances, the husband may, in addition to making provision 
for his divorced wife, transfer property for the support of their children 


43 See discussion of the Copley problem beginning at p. 491 supra. 

44 The Committee reports do not explain the distinction in this instance between 
divorce and separate maintenance. The explanation may be that in the case of separate 
maintenance the parties might become reconciled, in which case the husband would have 
made a tax-free gift to his wife in settlement of her rights of inheritance. The same 
possibility of reconciliation exists in the case of divorce; but it may have been considered 
that there was enough difference to justify a distinction. Perhaps a partial explanation 
is that in the case of separate maintenance there is more likely to be a settlement of 
inheritance rights resulting in a taxable gift whereas in the case of divorce there ordi- 
narily is no actual settlement of such rights, regardless of what the parties may recite in 
an agreement. Congress therefore gave the relief in the more limited situation where the 
payments would be mostly for support anyway. 
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or agree to make payments for their support. The yift tax exemption pro- 
vided in section 2516 extends to transfers for the support of minor children; 
and the prior law was to the same effect. Periodic payments by a parent 
for the support of his minor children are not gifts because made pursuant to 
a legal obligation. If the Copley rule is correct so that a promise to make 
future payments is considered as a transfer, there still would be no gift 
tax. Likewise, a transfer of property, the income and principal of which 
is to be used for the support of minor children, would not be a gift under 
prior law to the extent of the interest of the minors.* 

A somewhat different question is involved where the father dies and 
his estate is liable for payments for the support of minor children under a 
divorce agreement. Although the subject is not mentioned in E.T. 19,* 
the obligation of the estate to the children should be the basis for an estate 
tax deduction; and the courts have so held.47 The obligation is contracted 
for a good money consideration and should satisfy section 2053(c)(1)(A). 
It is not based on relinquishment of marital rights as mentioned in section 
2503(d). This is, however, inconsistent with the fact that when the 
ordinary father who has not been divorced dies leaving minor children who 
will be supported from the assets of his estate, there is no deduction for 
estate tax purposes. 

In the case of adult children, none of the above applies. Section 2516 
is limited to minors. The Harris and Maresi cases should not be applied 
with respect to benefits for minor children after reaching majority or adult 


children.*8 


TAX AND LOCAL LAW PROBLEMS IN SETTING UP 
SEPARATION AND DIVORCE SETTLEMENTS 


The planning of separation and divorce agreements has required to an 
unusual degree, and still requires, a combined knowledge of local property 
law or divorce law and of federal tax law. Agreements entered into in the 
past will remain a puzzle unless considered in the light of the then current 
problems. Persons drafting divorce agreements in the past (or those who 
have been aware of the problems) have been plagued by the inconsistent 
demands of some combination of the following: (1) the risk of gift tax or 
estate tax if payments were declared to be made for property rights instead 


45 Hooker v. Comm’r, 174 F.2d 863 (5th Cir. 1949), affirming 10 T.C. 388 (1948), 
holding that in the case of a transfer in trust there should be excluded for gift tax pur- 
poses the value of separate interests of minor children. 

46 E.T. 19, 1946-2 Cum. Butt. 166, is discussed at p. 500 supra. 

47 Chase National Bank v. Comm’r, 225 F.2d 621 (8th Cir. 1955), affirming 19 T.C. 
672 (1953); Helvering v. United States Trust Co., 111 F.2d 576 (2d Cir. 1940). Both of 
these cases also involve trusts. 

48 Harris v. Comm’r and Comm’r v. Maresi are discussed in detail beginning at 
p. 501 supra. 








Sieh nals CRM ed RN An TE te iG Si 


Senin RSE 


ee 











AS AEE ER 


Hi} 
%e 
3 
4 
A 
a 

‘ 

3 
* 
of 
a 
a 
a8 
Ba 





eee ee 
ASE oR 


aves 


4 
4 








’ 








Fav] MARRIAGE, SEPARATION, AND DIVORCE 505 





of support rights; (2) the risk of invalidity under local law if there was a 
final settlement of the amount to be paid for support during marriage and 
before divorce; * (3) the risk of invalidating the agreement as conducive 
to divorce or having the divorce denied because of collusion if the obli- 
gations were conditioned on divorce; °° (4) the necessity for income tax 
purposes of making the agreement incident to the divorce or having the 
decree adopt the agreement; (5) the possibility that if the decree adopted 
the agreement the court might have the power to modify; and (6) the 
necessity of tying the agreement in with the decree with respect to child 
support. 

The matter has been simplified considerably by changes in the law. 
In Illinois, the problem of the court having power to modify the settlement 
in the future if the agreement is adopted in the decree has been solved by 
statutory amendment.®! On the other hand, the necessity for income tax 
purposes of adopting the agreement in the decree in cases where the agree- 
ment by its terms is not connected with the divorce, or is not closely 
related in time, has apparently been eliminated by section 71(a)(2) of the 
1954 Code. The gift tax problem was also eliminated in section 2516 of 
the new Code. 

The greatest difficulty has arisen where amounts are settled by the 
husband on the wife which might be considered to go beyond reasonable 
support (and release of dower in real estate) and to constitute evidence of 
an inducement to divorce or of collusion. 

There have been two opposite approaches in preparing divorce agree- 
ments. Where there was, on the facts, no risk in the matter of collusion 
and the payments to the wife were not beyond the range of reasonable 
support, the agreement could provide (even before 1955) that payments 
are to commence with the entry of the divorce decree and are for the 
support of the wife and children and are in lieu of alimony. Even under 
the former law, there was no gift tax, and the periodic payments would 
be “incident to divorce” for income tax purposes. On the other hand, 


49See note 6 supra. A separation agreement can probably, however, provide for 
support payments, more or less as minimum amounts, without the wife giving up her 
support rights existing independently of the agreement. In this way it was possible to 
mitigate the gift tax problem resulting from labeling the payments as for property 
rights. 

50 See note 5 supra. Shankland v. Shankland, 301 Ill. 524, 134 N.E. 67 (1922). 


51 Section 18 of the Illinois Divorce Act, as amended in 1948, provides that no order 
for the payment of alimony or support subsequent to the decree “may be made in any 
case in which the decree recites that there has been an express waiver of alimony or a 
money or property settlement in lieu of alimony or where the court by its decree has 
denied alimony.” Iu. Rev. Stat. c. 40, § 19. Read literally, the reference to support 
would appear to refer back to a provision including child support, but it is doubtful 
that the legislature intended to permit the jurisdiction of the court over child support to 
be terminated. As a practical matter, the court in the decree will require some provision 
with respect to the children having the effect of reserving jurisdiction over their support 
during minority. 
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where there was a substantial payment beyond the range of reasonable 
support with a possible inference of collusion, the usual technique has 
been to use a separation agreement providing for payments in release of 
property or inheritance rights as well as for support as if divorce were not 
contemplated. In order to prevent the wife from claiming greater payments 
for support at the time of the decree, it would be provided that she would 
waive alimony in the event of divorce. In intermediate cases, the agreement 
could be a divorce rather than separation agreement, but (instead of being 
executed sometime in advance and providing for payments in the event 
of divorce) executed at the time of the divorce. 

The separation and property settlement approach required that the 
agreement be adopted in the decree, at first because it was necessary that 
the periodic payments under the agreement be incident to the divorce for 
income tax purposes, and later because of the additional impetus of the 
Harris case since the property settlement technique ran directly into the 
gift tax under E.T. 19, the payments being labeled as for “property 
rights.” 5? 

Under the 1954 Code, the separation agreement technique will be 
even more popular whenever there is any problem of collusion, since the 
gift tax problem is eliminated and it is no longer necessary to adopt the 
agreement in the decree for income tax purposes. The agreement does not 
need to be a part of the court file, or even exhibited to the court where 
there are no minor children. However, if the payments to the wife are to 
continue after the death of the husband, then the estate tax problem 
continues unless and until the 1954 Code is amended to give the same 
relief for estate tax purposes as was given for gift tax purposes. Hence the 
agreement must be adopted in the decree so as to come within the Maresi 
and Harris cases. (There may still be a question about the estate tax de- 
duction because, as discussed above, it is questionable whether the approval 
by the divorce court of the settlement of inheritance rights means anything 
in many states. ) 

Both the separation agreement and the agreement executed at the time 
of the divorce have the disadvantage that the other party to the agreement 
is not really bound and may upset the settlement. In the case of the 
separation agreement, the husband takes the risk that the wife might not go 
through with the divorce and still might demand completion of the property 
settlement. In such a case, the husband would probably have to defend 
against the wife’s suit on the ground that divorce was an actual condition, 
although not stated in the agreement. Another difficulty is that the husband 
will wish the payments to commence at some specified future date which he 
expects to be after the divorce decree. This involves some risk and is also a 
suspicious circumstance in what is supposed to be a separation (rather than 


52See discussion of E.T. 19, Comm’r v. Maresi, and Harris v. Comm’r, beginning 
at p. 500 supra. 
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divorce) settlement. In the case of the agreement to be executed or 
delivered at the time of the divorce, each party takes the risk that the other 
might repudiate the settlement and submit the matter of alimony to the 
court. 

The agreement conditioned on divorce is much superior in these 
respects and will therefore continue to be used where the payments are 
no more than reasonable settlement of support, even though the gift tax 
advantage in this form of agreement has been eliminated. Also, it is much 
preferable for estate tax purposes since the gift tax relief in the 1954 Code 
was not extended to the estate tax. In this sort of agreement the payments 
may be stated to be for support. 

The agreement conditioned on divorce does not require as clean a 
factual situation with respect to possible collusion where it provides for 
periodic payments until the death or remarriage of the wife as where it 
provides for a lump sum settlement. Where periodic alimony payments 
are involved, there is less of a problem of inducement to divorce, because 
the agreement may also cover temporary support payments which may be 
of the same amount before the divorce as after, particularly with the 
change in the 1954 Code taxing the interim payments to the wife. 


WHETHER PERIODIC PAYMENTS MUST 
BE FOR SUPPORT 


The agreement conditioned on divorce, or at least an agreement that 
emphasizes support rights rather than property rights, also has the ad- 
vantage of a factor of safety for income tax purposes. Section 71(a) in 
providing that periodic payments shall be taxable to the wife refers in 
subsections (1) and (2) to payments in discharge of a legal obligation 
imposed “because of the marital or family relationship.” It does not recite 
that the payments must be for support or in the nature of alimony; and 
the language would seem broad enough to include payments for rights of 
inheritance. Moreover, a broad interpretation is reinforced under the 1954 
Code, because section 71(a)(3) involving temporary decrees refers to 
“support and maintenance,” thereby indicating a distinction. 

However, when Congress enacted the original provision in the 1942 
Act, it apparently had in mind alimony rather than payments for inheri- 
tance rights. The reports of both the House and Senate Committees refer 
to “payments in the nature of or in lieu of alimony or an allowance for 
support.” There is also in both reports the further sentence: *8 


* . This section applies only where the legal obligation being 
discharged arises out of the family or marital relationship in recognition 
of the general obligation to support, which is made specific by the 
instrument or decree.” 






*31942-2 Cum. BuLw. 427, 428, 568. 
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There is no reference to payments in settlement of property or inheritance 
rights, and neither do the reports repeat the general language of the 1942 
Act referring to a legal obligation imposed because of the marital or family 
relationship. 

The Commissioner apparently does not insist on the strict construction 
suggested by these Committee reports. Regulations 111, Section 29.22(k), 
issued under the 1939 Code, contains examples in which payments apparently 
in settlement of property rights are stated to be taxable to the wife. How- 
ever, it happens that there is no example of a separation agreement settling 
property rights which is not referred to in a divorce decree, because 
section 22(k) of the 1939 Code required that the payments be incident to 
divorce. It will be interesting to see whether the new regulations will con- 
tain a simple example of periodic payments in settlement of property rights 
now that this requirement is eliminated in the 1954 Code. In the mean- 
time, where the separation agreement technique is used, it may be desirable 
to refer to the separation agreement in the decree so as to strengthen the 
case against a possible claim that the periodic payments were not for support. 
For absolute assurance that the payments will be deductible the agreement 
conditioned on divorce and referring only to support is the best. 

Clearly, however, periodic payments will not be deductible by the 
husband and taxable to the wife to the extent that they are in discharge of 
an indebtedness based on loans or business transactions between the spouses 
as opposed to obligations arising from the marital or family relationship, 
although the courts may be inclined to resolve doubts as to the basis for 
the payments in favor of their deductibility. 

In a decision which appears doubtful on principle, the Tax Court held, 
with three dissents, that where the wife was obliged to support her mother, 
the payments by the husband for the support of the mother were deductible 
and taxable to the wife.5® 


CHILD SUPPORT PAYMENTS 


The 1954 Code in section 71(b) continues the prior law in providing, 
by implication, that periodic payments for the combined support of the 
wife and minor children are taxable to the wife, and in leaving unchanged 
the explicit exception for any part of a payment which “the decree, instru- 
ment, or agreement fix, in terms of an amount of money or a part of the 
payment, as a sum which is payable for the support of minor children of 
the husband.” The part that is for child support must not be identifiable. 

Because of this exception, the agreement or decree cannot provide for 
the amount to be paid for the support of the minor children in the event 


54 Landa v. Comm’r, 211 F.2d 46 (D.C. Cir. 1954); Julia Nathan, 19 T.C. 865 (1953); 
Frank J. DuBane, 10 T.C. 992 (1948). 
55 Robert Lehman, 17 T.C. 652 (1951) (non-acq.). 
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of the remarriage of the wife nor for any reduction in the amount paid to 


~ her if a child becomes of age or dies. The cases go very far in establishing 


that if there is any way, however indirect, in which an amount for the 
support of the children can be determined, that portion of the periodic 
payments to the wife will not be deductible by the husband and taxable 
to her.5¢ 

There are three problems involved in having an independent agree- 
ment providing for combined alimony and child support instead of having 
the payments approved or provided for in the divorce decree with power 
in the court to modify in the future: (1) the matter of determining child 
support on remarriage of the wife; (2) the problem of reducing the com- 
bined payments if a child dies or becomes of age; and (3) the problem 
presented by the fact that when the children become older and their re- 
quirements for support increase, the wife may obtain additional payments 
from the court, and these additional payments will not be deductible by 
the husband, nor will he be entitled to claim the children as dependents. 

With respect to the remarriage of the wife, all that can be done is 
to provide in the outside agreement that the payments to her will terminate 
on her remarriage (as well as on her death) and that the court shall then 
fix a proper amount for child support thereafter. However, in cases where 
the agreement involves payments for a specific number of years, rather 
than for the entire life of the wife, it may sometimes be intended anyway 
that the payments should continue for the specified period notwithstanding 
her remarriage. 

It may be possible to reach an approximate solution to the problem 
presented by children becoming of age by providing for a reduction in the 
amount paid to the wife on a certain date in the future which roughly 
corresponds with the time when the children become of age, considering 
also the offsetting factor of the increased needs of the remaining minors 
as they become older. However, a pattern having too close a relationship 
to the birth dates of the children would indicate an attempt to circumvent 
the statute. Since the wife may remarry and the divorce court in any event 
retains the power to see that the children are adequately supported, it may 
be unwise to jeopardize the entire income tax plan in an effort to take care 
of future contingencies. 

In a state such as Illinois, and where there is an outside agreement, it 
cannot be provided that when the eldest child attains majority the agreed 
payments shall cease and the court shall award both alimony and child 
support. In having an outside agreement and depriving the court of power 
to modify, the parties will have deprived it of all power over alimony.** 


56 Beulah Weil, 22 T.C. 612 (1954); Harold M. Fleming, 14 T.C. 1308 (1950); 
Warren Leslie, 10 T.C. 807 (1948); see Mandel v. Comm’r, 185 F.2d 50 (7th Cir. 1950). 


57 See section 18 of the Illinois Divorce Act, supra note 51. 
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Where the plan is to have payments for a specified period only, the 
problem with respect to the children becoming of age may sometimes be 
taken care of by providing for termination of the payments on a date 
more or less corresponding with the time when the children will become 
of age. Future child support will be determined by the court if there is 
any gap. In some cases it may be intended that the fixed payments continue 
for a specified period extending beyond the date when the youngest child 
becomes of age. 

There appears to be no solution to the problem of additional child 
support payments ordered by the court not being deductible by the husband 
and taxable to the wife. Such payments will not make the children the 
husband’s dependents, because he cannot show that these extra payments 
provide one-half of the support for the children as required by section 
152(a). Instead, the wife would ordinarily be entitled to claim the children 
as dependents, and section 152(c), permitting the parties to agree as to who 
will take the exemptions, would not be applicable because the wife would 
have contributed more than one-half of the support. 

All of these problems can be solved by having the court decree (or 
adopt an agreement providing for) the combined alimony and child support 
with power to modify. The court can provide for periodic payments to 
the wife for the combined support of herself and the minor children without 
any separation, and, if the needs of the children increase, the figure can 
be raised without any part being fixed as for the children in the modification 
of the decree. The increased payments will be “incident to the divorce” 
and deductible. Similarly, adjustment may be made for the majority or 
death of a child or remarriage of the wife under the continuing power of 
the court to deal with changes in circumstances. There may be a prior 
agreement if it is adopted in the decree and the court has the power to 
modify. 

Section 71(b) making child support payments non-deductible where 
separately identified refers to the “terms of the decree.” The decree should 
not contain any findings of fact indicating the allocation between alimony 
and child support, nor should a later modification of the decree refer ex- 
clusively to the increased needs of the children. It would seem, however, 
that if it is desired to make a record for the future guidance of the court, 
the separate amounts could appear in statements of the court and counsel 
in the transcript or in a memorandum, or possibly in a stipulation in the 
court files. 

A somewhat ironical advantage is sometimes realized from having the 
divorce decree contain or adopt the provisions for support of the wife with 
continuing power in the court to modify. Aside from the matter of in- 
creased needs of the children, it sometimes happens that, because of a 
change in price levels or in the husband’s income, he later feels morally 
compelled to increase the payments to his ex-wife. Unless the court re- 
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tained the power to modify, such additional periodic payments will not 


be deductible by the husband and taxable to the wife under the former 


law, nor apparently under the 1954 Code. They will not be incident to 
the divorce under section 71(a)(1) or to a “written separation agreement” 
under 71(a)(2). The parties may enter into an “agreement” with respect 
to such additional payments; but even aside from the question whether 
the agreement is supported by consideration, it would not appear to be a 
“separation” agreement, as mentioned above in the discussion of 71(a)(2) 
and the former “incident to divorce requirement.” 5° 

Actually the court may itself insist on retaining control over both 
alimony and child support where there are minor children and may object 
to an arrangement whereby combined alimony and child support is fixed 
by the private agreement of the parties for the period until the wife re- 
marries. The judge may have in mind that he has a continuing responsibility 
to see that the children are properly provided for, the initial amount usually 
being increased as the children become older, and that he would be handi- 
capped in exercising this power because he would not know how much 
of the initial amount was intended for the wife and how much was intended 
for the children. 

Where a divorce agreement provides for payments of a certain amount 
to the wife for the support of herself and the minor children and further 
provides that after the death of the husband separate amounts will be paid 
for the wife and for the children, the question arises whether the separate 
amount so provided for the children will result in a portion of the pay- 
ments during the husband’s lifetime being allocated to child support under 
section 71(b) so as not to be deductible by the husband and taxable to the 
wife. If the agreement provided for the payment of $20,000.00 as combined 
alimony and child support with the further provision that if the husband 
should die the payments should be $12,000.00 for the wife and $8,000.00 
for the children, it might seem that from the start only $12,000.00 would 
be deductible. However, if it were provided that there should be a re- 
duction on the death of the husband, the payments thereafter to be $6,000.00 
for the wife and a minimum of $6,000.00 for the children, the same result 
might not necessarily follow. Aside from agreement, the husband would 
not have any obligation to continue the payments after his death; and 
there is something to be said for treating the two parts of the agreement, 
applicable before and after death, independently. 

The safest procedure for purposes of assuring that from the start the 
entire amount of the periodic payments will be deductible by the husband 
and taxable to the wife would be to omit from the agreement any provision 
for the payment of separate amounts for the support of minor children in 
the event of his death. The wife actually has little standing to demand 


58 See discussion beginning at p. 497 supra. 
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such an agreement and should be content to rely on the husband to provide 
for the children by will. In rare cases it might be desirable for the husband 
to bind his estate to make support payments for minor children so as to 
obtain an estate tax deduction.®® Usually the chances of the husband dying 
are sufficiently remote so that it may be more important to obtain certainty 
as to income tax consequences during his lifetime than the possibility of 
estate tax saving. 

Where a definite alimony agreement without the power of the court 
to modify is essential, but the difficulties discussed earlier are insuperable, 
it may be necessary to give up the objective of having the child support 
payments taxed to the wife. The agreement may instead provide for pay- 
ments of a certain amount for the wife in lieu of alimony, to terminate on 
remarriage, and for a specified amount for the children. The amount for 
child support will be subject to continuing review by the court. 

It may be possible to salvage some tax benefit by setting an amount for 
child support which equals or only slightly exceeds the dependency ex- 
emption of $600.00 for each child. While the husband will not deduct the 
child support payments, he will instead have the exemptions which will 
nearly equal the child support payments, and the balance payable to the 
wife will be deductible. In such a case, however, if the payments to the 
wife are to terminate on remarriage, she will want a clause recognizing 
that the alimony payments are partly for the children. The husband, 
moreover, will want a similar provision for his protection on an application 
by the wife to the court for an increase in child support. Hence the Com- 
missioner might claim against the husband that the wife provides one-half 
of the support from her alimony. This contention is always formidable 
because of the practical difficulty of the taxpayer in meeting the burden 
of proof. Moreover, the tax advantage in securing a better equalization 
of the incomes is offset by the fact that if the wife has custody (and the 
husband is correct in claiming that he provides one-half of the support), 
no one will qualify as head-of-a-household under section 1(b) (2). 


DEPENDENCY EXEMPTIONS AND 
HEAD-OF-A-HOUSEHOLD STATUS 


With respect to the exemption or deduction of $600.00 for a child 
as a dependent, section 152 requires that the taxpayer contribute over half 
of the support of the child. Section 152(b)(4) continues the prior law 
and provides that payments which are deductible by the husband and taxable 
to the wife cannot be considered as contributions by the husband for child 
support. The wife, rather than the husband, therefore, obtains the exemp- 
tion where she receives a combined amount as alimony and child support. 


59 See discussion at p. 504 supra and at p. 523 infra. 
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Where a separate amount for child support is provided in the agreement 


‘or decree, or where the wife has remarried, the husband should obtain the 


exemption. However, as noted above, a difficulty may arise where child 
support is stated separately from alimony but the alimony payments actually 
include something for child support. Also, after remarriage of the wife 
there may be expenditures for the children by her new husband. The 
divorced husband may have a difficult problem because the burden of proof 
may require him to prove not merely his own expenditures but those of 
others. 

There is a relief provision in section 152(c) which provides that the 
exemption may be obtained if the taxpayer contributed over ten per cent 
of the support and all other persons who contributed over ten per cent 
consent (such other persons also to be persons who could obtain the de- 
duction if they had contributed over one-half), provided that no one person 
contributed over half of the support. This provision, therefore, does not 
assist in the problem which arises because of the burden of proof where 
there are only two contributors or where it is possible that persons other 
than the taxpayer may have contributed more than one-half. 

Either or both of the parties to a divorce may qualify for the reduced 
“‘head-of-a-household” tax treatment provided in section 1(b) for the year 
in which the divorce decree is entered and subsequent years. Because of the 
requirements in section 1(b)(2) that the taxpayer maintain a household 
which is the principal place of abode of at least one of the children, it 
would appear that only one of the parties can obtain the tax benefit with 
respect to any child. However, if one child resides with the husband and 
another resides with the wife, both parties could obtain the head-of-a-house- 
hold treatment. It is no longer necessary that the child spend the entire 
year with the parent so long as the parent’s household is the child’s principal 
place of abode for a given tax year. 

Section 1(b)(2) also requires that the taxpayer furnish over half of 
the cost of maintaining the household. This will ordinarily present no 
problem to a husband who has the children living with him. Also, where 
the wife has custody and the husband pays a combined amount for alimony 
and child support, it would be clear that the wife pays over one-half of 
the cost of maintaining her household. No part of the payments by the 
husband should be considered as contributions by him to the expense of 
her household, although section 152(b)(4) refers only to dependency 
exemptions, and there is no corresponding provision with respect to head- 
of-a-household treatment. 

Difficulty may arise where the husband makes separate payments for 
the support of the wife and for the support of the children. The latter 
payments, which are not deductible by the husband or taxable to the wife, 
are partly for the cost of maintaining her household. Hence, if child 
support payments are large relative to alimony, the wife might have diffi- 











51+ THE INTERNAL REVENUE CODE OF 1954 | Vor. 1955 


culty in meeting the burden of proving that one-half of the cost came 
from her own funds including alimony receipts. No one may be able to 
obtain head-of-a-household treatment although it is obvious that at least 
one household, if not two, is being maintained. 

A minor item of tax relief given in the 1954 Code which is applicable 
to persons who are divorced is the so-called “baby-sitter deduction” pro- 
vided for in section 214 which would apply to the cost of a nurse, governess, 
or maid. The significant thing about this provision is that it is not necessary 
for the children to be dependents as a result of the taxpayer paying over 
one-half of the cost of their support. Accordingly, a divorced wife whose 
husband provides for the support of the children by separate payments 
could take the deduction, as could a husband who has custody during a 
part of the year, but who pays a combined amount of alimony and child 
support and cannot take the children as dependents. 


PERIODIC PAYMENTS, PAYMENTS OF A PRINCIPAL SUM, 
AND INSTALLMENT PAYMENTS 


The provision permitting a husband to deduct periodic payments to 
his divorced wife and making such payments taxable to her was intro- 
duced in the Revenue Act of 1942 in recognition of the burden to which 
such divorced husbands were subjected with the increasing tax rates.° 
The hardship was most striking in the case of persons with large incomes 


who might not have sufficient income to live on (and perhaps support a. 


second family) after paying up to one-half to a divorced wife and paying 
the entire tax out of the remaining one-half. The relief, however, was 
extended to all taxpayers regardless of the amount of their incomes. 

No requirement was imposed that the payments taxable to the wife 
be made from the husband’s income. The source of the payment is imma- 
terial. Furthermore, notwithstanding the apparent purpose to give relief 
to the husband, the periodic payments were made taxable to the wife even 
though the husband might not obtain any tax benefit from the deduction 
allowed to him, as where the husband has no net income in the given year.®! 

It was, however, the intention that the payments be periodic payments 


6 See H. R. Rep. No. 2333, 77th Cong., Ist Sess., 1942-2 Cum. Butt. 372, 409. 
Without a specific Code provision, alimony payments would not be income to the 
wife; and obviously there would be no ground for deduction by the husband. Gould 
v. Gould, 245 U.S. 151, 38 Sup. Ct. 53 (1917). 

‘1 A rule taxing to the wife such amounts as might confer a tax benefit on the 
husband through his deduction would have been unworkable because the wife’s taxable 
income would in some cases depend on the ultimate determination of the husband’s 
net income after audit of his return. There would also be difficulties in making the wife 
taxable on such amounts as the husband would deduct on his return as filed. Hence 
there is practical justification for the law as enacted, provided that it is not construed 
so as to tax to the wife insurance, annuity, or trust payments if such payments are 
not, as a matter of law, deductible by the husband. 
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in the nature of alimony rather than payments of a lump sum. This dis- 


‘tinction comes down to the problem of drawing a line, and the line was 


drawn at ten years. A lump sum payable in installments over a period of 
more than ten years qualifies. It was not inconsistent that if alimony pay- 
ments were terminated by the death or remarriage of the wife, even in as 
short a period as one or two years, the payments are taxable to the wife. 
Because tax rates are progressive, the amount of the annual payment is 
an important thing. Where the obligation is to be discharged by a few 
payments, they will be large and should not be deductible and taxable to 
the wife; but where the payments may go on indefinitely, they will be 
smaller.®? 

The wording of the 1942 Act providing for the distinction between 
lump sum payments and periodic payments remains unchanged in section 
71(c) of the 1954 Code. The reference is to “periodic payments (whether 
or not made at regular intervals)” as opposed to “installment payments dis- 
charging a part of an obligation, the principal sum of which is either in 
terms of money or property, specified. . . .” However, if the principal 
sum may be paid over a period of more than ten years, then the payments 
shall be treated as periodic to the extent of ten per cent of the principal 
sum. 

While it is stated that periodic payments need not be made at regular 
intervals, there is no Code statement as to whether the payments must be 
regular in amount. The Regulations do not mention such a requirement. 
It appears that the payments may be irregular in amount, at least if they are 
not a combination of principal payments and periodic payments. The 
problem is presented, for example, by an agreement to pay $20,000.00 a 
year for nine years and $10,000.00 a year thereafter. The most extreme 
example would be an agreement to pay $50,000.00 the first year and $10,- 
000.00 thereafter. No assistance with this problem is given either in the 
Committee reports accompanying the 1942 Act nor in the Regulations. The 
cases do not go beyond rather extreme factual situations, in which it is held 
that there is a lump sum payment combined with periodic payments.* 
Whether the agreement provides for the payments separately or together 


62 The problem of differentiating between lump sum payments and periodic pay- 
ments might have been avoided by permitting the parties to agree as to what payments 
or what portion should be taxable to the wife. This was not done. It would not have 
disposed of continuing payments under divorce settlements made before 1942. As it is, 
an agreement by the wrong party to pay the tax constitutes a reduction in the pay- 
ments or an additional payment. Clark J. Baker, 23 T.C. No. 21 (Oct. 29, 1954); Frank 
R. Casey, 12 T.C. 224 (1949); Muriel Dodge Neeman, 13 T.C. 397 (1949), aff'd per 
curiam, 200 F.2d 560 (2d Cir. 1952). 

63 Baer v. Comm’r, 196 F.2d 646 (8th Cir. 1952), modifying 16 T.C. 1418 (1951); 
Norton v. Comm’r, 192 F.2d 960 (8th Cir. 1951), affirming 16 T.C. 1216 (1951). Jean 
Cattier, 17 T.C. 1461 (1952). The periodic amount may be held to be contained in the 
larger amount and deductible. F. Ewing Glasgow, 21 T.C. 211 (1953). But see Smith’s 
Estate v. Comm’r, 208 F.2d 349 (3d Cir. 1953). 
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may be important. Also, it may matter whether there appears to be a 
purpose for the extra amounts which would justify the Commissioner in 
regarding them as apart from the main periodic payments. 

In determining whether irregular payments qualify as periodic pay- 
ments or whether they are a combination of periodic payments and lump 
sum payments, much will depend on the provisions with respect to re- 
marriage or death of the wife. If the obligation to pay the amount above 
the minimum recurring amount does not terminate on death or remarriage, 
but the obligation to pay the minimum amount does so terminate, then it 
might be held that the amounts are separable and the former amounts are 
lump sum payments. Where all payments terminate on death or remarriage, 
the question has taken on a new light because of the recent decisions with 
respect to the effect of death or remarriage generally, which will be dis- 
cussed after a short statement of their historical background. 

While section 71(c) refers to a principal sum “specified in the decree, 
instrument, or agreement,” it is clear that the sum itself does not have to be 
specified if the amount and the number of the installments are specified. 
An agreement to pay $10,000.00 a year for five years is obviously the same 
as an agreement to pay $50,000.00 in five equal annual installments.** 

Based on Tax Court decisions, it was generally assumed until 1953 that 
a principal sum was specified if the amount and number of installments 
was stated even where the installment payments would terminate on death 
or remarriage of the wife.*° The test in other words was whether the sum 
was disclosed or could be computed, and not whether it was certain to be 
paid. This appeared fairly consistent with the practical approach that takes 
into consideration differences in amount of the payments. 

An opposite conclusion was reached by the Court of Appeals for the 
Second Circuit in 1953 in Baker v. Commissioner.°6 The view in the Baker 
case has gained acceptance in several other circuits.** According to this 
recent line of cases, there is no principal sum specified, even though the 
amount of each payment and the number of years is specified, if the pay- 


64 See cases cited notes 65, 66, 67 infra. But see Myers v. Comm’r, 212 F.2d 448 
(9th Cir. 1954), suggesting that the mere absence of a specified total might be control- 
ling. See also John A. Isfalt, 24 T.C. No. 56 (June 24, 1955); James M. Fidler, 20 T.C. 
1081 (1953). 

65 F, Ellsworth Baker, 17 T.C. 1610 (1952); Estate of Frank P. Orsatti, 12 T.C. 
188 (1949); J. B. Steinel, 10 T.C. 409 (1948). In so holding even where there was a 
further contingency as to the husband’s income, the Tax Court appeared to be in 
conflict with the decisions in Roland Keith Young, 10 T.C. 724 (1948), and John H. Lee, 
10 T.C. 834 (1948). 

66 205 F.2d 369 (2d Cir. 1953), reversing in part 17 T.C. 1610 (1952). 

87 Davidson v. Comm’r, 219 F.2d 147 (9th Cir. 1955); Prewett v. Comm’r, 221 F.2d 
250 (8th Cir. 1955), reversing 22 T.C. 270 (1954); Smith’s Estate v. Comm’r, 208 F.2d 
349 (3d Cir. 1953); see Myers v. Comm’r, 212 F.2d 448 (9th Cir. 1954). The Tax Court 
adheres to the contrary position. Clay W. Prewett, 22 T.C. 270 (1954); James M. Fidler, 
20 T.C. 1081, 1092 (1953); see John A. Isfalt, 24 T.C. No. 56 (June 24, 1955), relying on 
the fact that the aggregate sum was stated. 
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ments will terminate on death or remarriage (and perhaps also in the case 
of either alone). The amount is considered indefinite. 

Whatever the effect of a remarriage or death clause may be, it appears 
that payments which have the general characteristics of principal or lump 
sum payments because few in number (and, therefore, presumably large in 
amount) will nevertheless be deductible and taxable to the wife if the 
amount is indefinite because geared to the husband’s income. An extreme 
example would be two payments in different years, each payment to equal 
the husband’s income for that year. From the point of view of the size of 
the payments, they should not be deductible. Still it seems that there is no 
principal sum “specified” under section 71(c) and that, since there are two 
payments, the payments would be periodic and deductible. 

The above would follow, logically at least, from decisions holding 
that payments of a fixed per cent of the husband’s income for a period of 
years are deductible as periodic payments.** These decisions indicate that 
the word “specified” is not broad enough to include cases where the amount 
is specified by reference to facts, such as the husband’s income, which are 
unknown at the time of the decree or agreement. 

Payments based on a percentage of the husband’s income provide a 
convenient means of adding additional initial payments over the first two 
or three years on top of ordinary alimony payments. In addition, it is 
frequently advisable to include in a settlement an escalator clause providing 
that if the husband’s income should reach a certain figure the wife should 
receive some part of the excess. 

If an agreement should provide for payments for a period of five years 
geared to the husband’s income but with a maximum annual amount stated, 
a somewhat different question is presented. From one point of view, the 
payments are indefinite in amount, and the figure specified in the agree- 
ment is merely a maximum and of no consequence. From another point 
of view, however, there is an agreement to pay a specified annual amount 
subject to a contingency reducing or eliminating the payments, which is 
analogous to a contingency of death or remarriage. The question whether 
the payments are deductible should perhaps depend on the likelihood of the 
payments being reduced below the maximum amount. Such a test, how- 
ever, would be difficult to apply beyond singling out cases where there is 
no practical possibility of the payments being reduced and the provision is 
inserted merely to make the payments deductible. 

In this area of the law dealing with contingent payments, the courts 
have shown some inclination to rely on matters of form rather than sub- 
stance; and it may matter whether the agreement provides for payments 
based on income with a maximum annual amount stated or whether it pro- 


68 The deduction is allowed even though a fixed maximum amount is provided for 
each annual payment. Roland Keith Young, 10 T.C. 724 (1948); John H. Lee, 10 T.C. 
834 (1948). 
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vides for a specified amount subject to reduction. On the whole, and as 
of the present moment, the courts seem even more inclined to give effect 
to a contingency based on income than to a death and remarriage con- 
tingency, although all three contingencies are combined in some of the 
cases.® 

Since certainty as to tax consequences is essential in divorce agreements, 
wherever it is intended to provide for payments of a stated amount and for 
a certain number of years, and even though the payments will terminate 
on death or remarriage, the payments should be made to extend over a 
period of more than ten years from the decree or agreement so as to con- 
form to section 71(c)(2). It should be noted that it is not necessary for 
the payments to be for eleven years, but it is sufficient if the last payment 
can properly, under the agreement, be made after the expiration of ten 
years from the date of the decree or agreement. Also, if the payments 
may be made over a period of more than ten years, it, of course, does not 
matter that they are to terminate on death or remarriage. If the payments 
are to be irregular in amount, it must be borne in mind that if the amount 
paid in any taxable year of the wife is more than ten per cent of the princi- 
pal sum, the excess will not be deductible and taxable to her. For the 
purpose of the ten per cent rule, advance payments will be considered, but 
delinquent payments will not be.7° 

Even though the agreement provides for deductible periodic pay- 
ments for the life of the wife, a payment by the husband anticipating and 
discharging future installments will not be deductible and taxable to the 
wife, but will be treated as a lump sum payment of a principal amount.” 
On the contrary, if the husband is delinquent in making periodic payments 
and makes a single payment discharging past due installments, the pay- 
ment is treated as a periodic payment and is deductible.**7 The husband 


69 See note 68 supra. The Tax Court, however, before 1953, held payments not de- 
ductible where the maximum was stated as a specified amount subject to reduction 
according to the husband’s income. F. Ellsworth Baker, 17 T.C. 1610 (1952). As indi- 
cated in John A. Isfalt, spra note 67, the Tax Court has continued to balk where the 
maximum is also expressed as an aggregate sum in the agreement. James M. Fidler, 20 
T.C. 1081 (1953), rev’d,—F.2d—(9th Cir., March 1, 1955). 

U.S. Treas. Reg. 118, § 39.22(k)-1(c)(1) and Example (3) (1953). The wife 
has a legal remedy to require the payments to be kept current. However, the statute 
would be easily circumvented if a lump sum pre-payment or settlement were treated as 
a periodic payment. 

1 Frank J. Loverin, 10 T.C. 406 (1948). See note 70 supra. 

“2 Estate of Narischkine v. Comm’r, 189 F.2d 257 (2d Cir. 1951), affirming 14 T.C. 
1128 (1950); Gale v. Comm’r, 191 F.2d 79 (2d Cir. 1951), affirming 13 T.C. 661 (1949). 
US. Treas. Reg. 118, § 39.22(k)-1(a) (6) (1953), provides that periodic payments are 
includible in the wife’s income only for the taxable year in which received by her, even 
though she reports on an accrual basis. However, where the payments are to be made 
from the income of a trust, it is stated that the income is taxed to her currently as under 
trust income tax law rather than when received. See discussion and note 82 infra. As 
to the practical justification for the distinction between pre-payment and delinquent 
payment, see note 70 supra, 
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has the practical power to defer payments so as to equalize his surtax rates, 
notwithstanding that a tax detriment may result to the wife. 


PAYMENTS BY THIRD PERSONS, AND 
TRUST AND ANNUITY PAYMENTS 


The husband who purchases an annuity for his wife or sets up a trust 
that is to distribute principal to her, in connection with a separation or 
divorce, may find that he has walked into a tax trap. The periodic pay- 
ments will be taxable as income to her; but the husband may fail to obtain 
any corresponding deduction. 

It has been noted above that while the purpose of Congress in inserting 
the income tax provisions with respect to alimony in the 1939 Code in 1942 
was presumably to give relief to the husband rather than to make income 
taxable to the wife, the allowance of a deduction to the husband was not 
made a prerequisite to taxing payments to the wife. Section 71(a) of the 
1954 Code taxing the wife refers merely to periodic payments “received,” 
without saying from whom payments are received; but there is a reference 
to payments received by the wife attributable to property transferred, 
indicating that the wife is to be taxed on payments which are not indi- 
vidually received from the husband but which are attributable to his 
obligation. Section 215 of the 1954 Code allowing the husband a deduction 
refers to a husband described in section 71 and to amounts taxable to the 
wife “payment of which is made within the husband’s taxable year.” It 
might seem that the two provisions still are fairly on a par and that what- 
ever is taxable to the wife is deductible by the husband, notwithstanding 
that the deduction provisions of the 1954 Code generally contemplate pay- 
ments by the taxpayer rather than by someone else. 

The Regulations, however, appear to take the position that the hus- 
band is not entitled to a deduction for such payments. Section 39.22(k)-1 
(b)(1), which concerns the position of the wife and states that she is 
taxable on annuity payments, includes the statement that “no part of such 
amount is includible in the husband’s income or deductible by him.” In 
section 39.23(u), which deals directly with the position of the husband, 
there is no statement in the text denying the deduction, but two examples 
are given which show principal payments from a trust taxable to the wife 
and not deductible by the husband. While the above Regulations are under 
the 1939 Code, no change was made in the 1954 Code in this respect. 

Because of the uncertainty, it is unwise for the husband to purchase 
an annuity contract providing for payments directly to the wife or for 
him to create a trust providing for principal payments to her at least where 
the payments may continue for more than ten years. The payments will 
be taxable to her as income, and yet it will apparently be contended that 
the husband gets no deduction. If the parties want an annuity, the annuity 
payments should be made to the husband, and the annuity contract may 
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be security for his obligation if the wife insists. A similar arrangement 
could be made with a trust distributing principal. 

An agreement that continues the periodic payments after the husband’s 
death and makes them a charge against his estate will clearly have the 
undesirable result of manufacturing income. The periodic payments will 
be taxable to the wife regardless of their source, but no one will obtain a 
deduction since section 215 allows a deduction only to the husband. It is 
unsatisfactory, therefore, to have annuity payments, payments of life 
insurance proceeds, or distributions of trust principal made periodically to 
the wife after the husband’s death. The problem cannot be avoided by the 
security device mentioned above because the husband is no longer living. 
However, if the husband creates a trust and provides for periodic payments 
out of income, the trust will obtain a deduction under sections 651 or 661 
as in the case of distributions of income to any other beneficiary and income 
will not be manufactured.” 

A somewhat related question arises where the husband owns the family 
home and agrees that the wife may have the use of the home, usually for 
some period such as during the minority of the children or until her re- 
marriage. The term “payments” in section 71 presumably is not limited to 
cash payments but will include the transfer of anything of value, and hence 
it might seem that the rental value of the house would be taxable income to 
the wife. If so, it should follow that the husband would obtain a deduction, 
since in this instance the transfer would appear to be directly from the 
husband. It seems, however, that neither result obtains."* For one thing, 
there would be a serious question whether the “payments” are periodic, 
or whether, on the other hand, there is simply a lump sum transfer of a 
term for years or an estate in the real estate to the wife in the first instance. 
The fundamental reason, however, for ignoring the transaction for tax pur- 
poses is that a taxpayer owning his own home does not include in his income 
the rental value of the home. 

However, if the husband were required to maintain the property, ex- 
penditures by him, to the extent attributable to the wife’s temporary 
interest rather than to his own reversionary interest, might be deductible 
by him and taxable to her. 


USE OF TRUSTS 


Where a wife demands the security of a trust in order to assure her of 
receiving periodic payments from the husband and where the husband is 
not in a position to create a trust of sufficient size so that the income would 
be certain to be adequate, the trust should be merely security for a continu- 
ing personal obligation of the husband. In other words, the agreement should 


73 See Stevens, The Income Taxation of Trusts and Estates, at p. 406 supra. 
74 Pappenheimer v. Allen, 164 F.2d 428 (Sth Cir. 1947). 
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provide for payments by the husband, with payments to be made from the 
trust (at least in a case of payments of principal) only if the husband is in 
default under the agreement. As explained immediately above, principal 
payments from the trust to the wife would be taxable to her but might not 
be deductible by the husband. 

Assuming that the wife is in lower tax brackets than the husband, a 
trust should not provide for separate income payments to the children 
during their minority. The problem of a separate amount for child support 
being identifiable is the same as discussed above under section 71(b).75 Such 
income would not be taxable to the wife under section 71(a) or under 
section 682 pertaining to trust income payable to a wife in cases of divorce 
or separation. The income would not be taxable to the children, but would 
instead be taxable to the husband under section 677(b) because of his 
obligation to support the children. 

On the other hand, in the case of a trust which is to operate after the 
husband’s death, separate income payments after death may be provided 
for the children who would normally be in lower tax brackets than the 
wife.”6 

A trust is most useful where the settlement contemplates that payments 
to the wife will continue after the husband’s death and where the trust can 
be of sufficient size so that the payments can be made entirely from income. 
(Principal payments would be taxable to the wife without anyone obtaining 
a deduction, as discussed above.) 77 

The 1954 Code income tax sections applicable to trusts in connection 
with separation and divorce follow the pattern of the 1939 Code. Because 
trust income distributed to a wife in discharge of the husband’s legal sup- 
port obligation would be taxable to the husband (as would income of a 
trust over which the husband has a power of revocation and of certain 
other trusts),** it is provided in section 71(d) that the husband’s gross in- 
come shal] not include such amounts which are taxable to the wife under 
section 71 (a). 

In some instances, a trust may already be in existence which provides 
for payments to the wife which are not taxable to her under section 71 (a). 
Section 71(a) only applies where a trust is created in connection with 
divorce or separation. If a trust was created previously, principal payments 
are not taxable to the wife. However, section 682 of the 1954 Code, which 


™ See discussion of “Child Support Payments” at p. 508 supra. 

7% In this connection, attention should be given to the discussion of the possible 
effect of such an agreement on the right to deduct combined alimony and child support 
payments during the husband’s life at p. 511 supra. 

77 See discussion of “Payments by Third Persons, and Trust and Annuity Payments” 
beginning at p. 519 supra. 

78 Int. Rev. Cope or 1954, §§ 677, 671-676. See Stevens, The Income Taxation of 
Trusts and Estates, p. 406 supra. 
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corresponds to section 171 of the 1939 Code, makes income payments from 
such a trust taxable to the wife after divorce or separation, notwithstanding 
that such income would otherwise be taxable to the husband because of his 
obligation or his control over the trust. Section 682(a) also provides that 
such income shall not be includible in the husband’s gross income. Such 
trusts will be less frequently encountered under the 1954 Code, because the 
“incident to divorce” requirement apparently has been relaxed,” and in- 
come payments from a trust are now treated as alimony under section 71 
when the trust is created under a written separation agreement even though 
neither the agreement nor the trust is incident to divorce. 

Even where the trust is connected with the divorce or separation so 
that the payments of trust income to the wife are in effect taxed as alimony 
under section 71, the former Regulations provide that the amount taxed 
to the wife in a given year is not the amount paid to her in that year, but 
is instead the income distributable to her.8° This would appear question- 
able as a strict matter of statutory construction, but it is recommended by 
considerations of convenience since it permits the trustee to treat the wife 
in the same manner as any income beneficiary of a trust. The same pro- 
vision of the Regulations, however, goes on to provide that if the wife 
receives an annuity payment which is partly principal, even the principal 
is taxed to her when distributable although paid in the following year. 

The estate tax situation on the husband’s death has been discussed to 
some extent above.*! Where a trust is created merely as security for the 
wife’s claim, the trust will be subject to estate tax because of interests and 
control retained by the husband and the question is the deductibility of the 
claim. The 1954 Code in sections 2053(c)(1)(A) and 2043(b) continues 
the provision that no deduction will be allowed to the extent that the 
claim is founded on a promise or agreement and is in consideration of 
release of marital property rights, which under E.T. 19 does not include 
support rights. Where the obligation arises from a decree, the deduction 
is allowable under the Maresi and Harris cases. 

Where a trust is created by the husband in satisfaction of the wife’s 
rights and in lieu of any claim against his estate, the trust will ordinarily be 
subject to estate tax because he will have reserved the income (section 
2036), or made it payable to her (section 2036), or will have a reversionary 
interest (section 2037). The provision for the wife after death may itself 
constitute a reversionary interest. However, a part or all of the value of 
the trust at the date of death can be excluded from the gross estate under 
section 2043(a), which provides that if a transfer is for a consideration 


See discussion of “ ‘Incident to Divorce’ Requirement” beginning at p. 496 supra. 

80U.S. Treas. Reg. 118, § 39.171-2(b) (1953). 

81 See discussion of “Property Transfers in Separation and Divorce—Fstate and 
Gift Taxes” beginning at p. 500 supra. 
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which is not a full consideration in money or money’s worth, there shall 
be included in the gross estate only the excess over the value of the con- 
sideration. For purposes of determining the value of the consideration, 
section 2043(b) and E.T. 19 apply so that there would be an exclusion based 
on the value of the support rights as distinguished from property rights. 

The application of the Maresi and Harris cases to the estate taxation 
of a trust created in satisfaction of the wife’s property rights rather than 
her support rights pursuant to a court decree is uncertain. There is no 
exception in the 1954 Code for a transfer pursuant to a court decree. The 
statutory language referring to a promise or agreement appears only in 
section 2053(c)(1)(A), pertaining to the deduction for claims. Where 
the wife has no claim, the argument that a trust was created by compulsion 
of a decree and not by agreement does not have the statutory basis present 
in the Maresi and Harris cases, although the same result should be reached 
and could be based on a construction of the word “transfer.” ®? In the 
present state of the law, it would seem that the trust in satisfaction of the 
wife’s rights should perhaps be avoided in favor of the trust merely securing 
the wife’s claim against the estate. The agreement can provide that the 
husband will create a trust providing income for the wife (by will or inter 
vivos) and that the wife will accept such income payments, when and if 
made, in satisfaction of her rights. The income payments are presumably 
deductible by the trust as an income distribution and taxable to her in spite 
of her status as creditor. 

In the determination whether the obligation of the husband’s estate 
is attributable to property rights or support rights, it is recognized in E.T. 
19 that while the obligation of support ceases at death, the parties may bar- 
gain for a smaller amount to be paid even after the husband’s death. The 
agreement should label the payments to be made after the husband’s death 
as for support to the same extent as payments made before his death. 
Otherwise, it might be inferred that payments before death are for support 
and payments after death are for property rights. 

Where there is an income tax preference for providing for separate 
income payments from the trust after the husband’s death for the minor 
children because their brackets are lower than the wife’s, the estate tax 
does not require combining the payments. While the estate of the ordinary 
father who makes testamentary provision for the support of his minor 


82 A trust should not, however, be freed from estate tax to any extent because based 
on a decree, if the decedent had, for example, a power to alter or amend. The trust 
should merely be treated in the same manner as one created by a third person. As a 
practical matter, such a power reserved by the husband would always be reserved 
jointly with the divorced wife. Such a reserved power should be regarded as the 
equivalent of a power of appointment exercisable only in conjunction with a person 
having a “substantial adverse interest” under Int. Rev. Cope or 1954, § 2041(b) (1) (C) 
(ii). 
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children is not entitled to an estate tax deduction on that account, the de- 
duction appears to be allowed where the provision was made pursuant to 
a separation or divorce agreement with a former wife.8* This is somewhat 
anomalous (although supported inferentially by the new gift tax relief pro- 
vision in section 2516), and it may be questioned whether the same result 
would be reached if the trust made no provision for the wife. The rule 
does not apply to adult children. 


USE OF LIFE INSURANCE 


The tax problems to be dealt with in the use of life insurance in divorce 
settlements are primarily the following: (1) the estate tax on the husband’s 
death; (2) the matter of installment payments to the widow being taxable 
to her (without any deduction being obtained); (3) the question whether 
premium payments by the husband will be deductible by him and taxable 
as income to the wife; and (4) the problem of the wife being a purchaser 
for value of the insurance so that the proceeds would be taxable income to 
her after recovery of cost basis. 

The practical problem is that the husband will want the best tax treat- 
ment and will wish to retain control over the policies if the wife dies or 
remarries or at least to preserve the policies for his children in such event. 

There are the same two estate tax §* alternatives mentioned above in 
connection with trusts. The payments to the wife may be provided for 
directly under insurance policies with the wife having no claim against 
the husband’s estate. In the alternative, the husband’s estate may be bound 
to make the periodic payments and the insurance may be set up as security 
for the obligation by some appropriate device. 

In the first case, where there is no claim against the estate, insurance 
could be handled more easily for estate tax purposes under the 1939 Code 
than under the new Code. The husband who is required to maintain life 
insurance for his divorced wife will wish to be able to salvage the policy 
in the event that the wife dies or remarries before his death. Under the 
1939 Code he could reserve a reversionary interest without subjecting his 
estate to estate tax, if his obligation to maintain the policy was derived from 
the divorce decree, or, in the alternative, if the insurance was maintained 
in satisfaction of the wife’s support rights. The Maresi and Harris cases 
and E.T. 198° were applicable under section 811(g)(3), which section 
provided that insurance proceeds should not be subject to estate tax on the 
insured’s death by reason of his payment of premiums, if the transfer of the 


83 See cases cited note 47 supra. 

84 For a detailed discussion of “Property Transfers in Separation and Divorce— 
Estate and Gift Taxes,” see p. 500 supra. 

85 Comm’r v. Maresi, Harris v. Comm’r, and E.T. 19 are discussed above, beginning 
at p. 500 supra. 
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policy did not constitute a gift for gift tax purposes.8® The tax would not 
apply because of the reversionary interest since a reversionary interest was 
not an “incident of ownership” under section 811(g) (2). 

Under the 1954 Code, it is difficult to find a statutory basis for pre- 
venting the imposition of the estate tax on the insurance proceeds, if the 
husband has a reversionary interest in the policy to take effect on the death 
or remarriage of the wife, even though the insurance is maintained in settle- 
ment of support rights and pursuant to a divorce decree. The new Code is 
stricter in that a reversionary interest exceeding in value of five per cent of 
the value of the policy is an “incident of ownership” subjecting the pro- 
ceeds to estate tax under section 2042(2). The former provision in section 
811(g)(3) exempting insurance proceeds where the transfer would not be 
a gift for gift tax purposes applied only to proceeds taxable under the pre- 
mium payment test and was eliminated in the 1954 Code along with the 
premium payment test. The courts may possibly hold that, at least where 
insurance is taken out by the wife at the time of the divorce, the interest 
of the husband contingent on her death or remarriage is not a “reversionary” 
interest since he never owned the policy, the premium payments being in 
lieu of alimony. (However, if reference is made to the law under the 
premium payment test of the 1939 Code discussed below, the result would 
not be helpful.) There is no Code provision directly permitting the appli- 
cation of the Maresi and Harris cases and E.T. 19.87 Section 2043 which 
has been mentioned above in connection with trusts and which exempts 
transfers for a consideration does not apply to life insurance. 

It would seem, therefore, that under the new Code the reversionary 
interest in the husband should be avoided. Instead, the children or other 
third persons could be made secondary beneficiaries to receive the proceeds 
of the policies and to have the right to surrender and change the beneficiary 
if the wife should die or remarry during the lifetime of the husband.®® 


86 See Rev. Rul. 54-29, 1954-1 Cum. Butt. 186, cited at p. 502 supra, which con- 
firms the application of the Maresi and Harris cases to life insurance for estate tax pur- 
poses. The provision of the 1939 Code refers to a policy “transferred” by assignment or 
otherwise and is not literally applicable to a case where the wife takes out the insurance 
and there is no assignment of the policy but the only transfer is in premium payments 
by the insured. It is difficult to see, however, why there should be any distinction. Also 
under the 1939 Code where the insurance is maintained in satisfaction of support rights, 
it may be that for purposes of the premium payment test payments by the decedent 
should be reduced or cancelled under the provision in § 811(g)(2) referring to con- 
sideration received by the decedent, although this provision also refers to a transfer 
and appears to contemplate a payment received by the insured on assignment of the 
policy. 

87 See note 85 supra. 

88 There is danger in placing the incidents of ownership jointly in the husband and 
wife, because § 2042, like the former Code provision in § 811(g), refers to powers 
“exercisable in conjunction with any other person,” which would include a person 
having a substantial adverse interest. Helvering v. City Bank Farmers Trust Co., 296 
USS. 85, 56 Sup. Ct. 70 (1935). See, however, Estate of Chester H. Bowers, 23 T.C. No. 
114 (Feb. 21, 1955). 
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Actually, as noted below, income tax considerations favor giving the wife 
full ownership. 

The estate tax picture is improved from the point of view of tax- 
payers under the new Code only in that where insurance is not in settle- 
ment of support rights and is not covered by the court decree, it is no longer 
objectionable for the husband to pay the premiums. Under the 1939 Code, 
payment of premiums by the husband pursuant to a divorce agreement 
could not be imputed to the wife on the ground that the husband was in 
effect paying alimony or paying the premiums on the wife’s behalf, if the 
wife did not have complete ownership so that payments would be taxable 
as income to her.*® In a case where the wife had complete ownership, the 
question could be avoided anyway by leaving insurance out of the agree- 
ment and simply providing for alimony payments sufficient to permit the 
wife to pay the premiums. 

There is no estate tax objection to the alternative of the policy being 
taxable and mere security for the wife’s claim against the husband’s estate, 
if it can be demonstrated on the examination of the estate tax return that 
the claim is based on support rights or a court decree. The estate would 
then obtain a deduction for the wife’s claim which would correspond to 
the proceeds of the policy or the discounted value of the future payments 
under an installment option. 

However, income tax considerations are of controlling importance. If 
the insurance is merely security for a claim against the estate and the wife’s 
right against the estate is a right to periodic payments, then, as previously 
discussed in connection with annuity payments,® the payments will be 
taxed as alimony income to the wife and no corresponding deduction will 
be obtained (unless the husband is financially able to create a trust which 
can make the payments from income). Also, the premium payments by 
the husband will not be deductible by him and taxable to the wife. 

If the insurance is in lieu of an obligation of the husband’s estate, the 
desired income tax objectives can be achieved by having the wife the com- 
plete owner of the policy. In order for premium payments to be deductible 


89In Estate of Chester H. Bowers, supra note 88, a case in which the premium 
payments would not have been deductible and taxable to the wife, the Tax Court dis- 
missed the argument that the payments were made by the wife as being merely “in- 
genious.” However, in a case where the wife’s only rights were to receive alimony or 
support payments and she agreed to a reduced amount during the husband’s lifetime in 
order to receive insurance payments after his death, it would seem that the premium 
payments by the husband are essentially payments for the support of the wife. In such 
a case, there would appear to be considerable merit to the argument that the premiums 
should be considered to be paid by the wife for estate tax purposes. In any event, the 
payments should presumably be held to be made by the wife where they are taxable 
as income to her, notwithstanding the general lack of correlation between the income 
tax and the estate tax. It should be clear that payment is not to be imputed to a husband 
where he merely makes alimony payments with no part designated as for insurance 
premiums, even though the wife applies a portion of the payments to such purpose. 


9° See discussion at p. 519 supra. 
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and taxable to the wife, nothing short of full ownership by the wife is 


~ satisfactory. The husband must not only give up all personal interest in the 


policy contingent on the wife’s predeceasing him or remarrying, but also 
must sacrifice his natural desire to make the children fixed secondary bene- 
ficiaries. The cases establish that the wife must have full and complete 
ownership so that the payment of premiums is nearly the equivalent of an 
ordinary alimony payment to her.*! 

The courts have gone to such lengths that there may be some question 
about the status of the payment of premiums on term insurance even where 
the wife does have full rights. In the case of term insurance, there is no 
increase in the wife’s assets by reason of premium payments since there 
are no reserve values. On the other hand, it has not been contended that in 
the case of ordinary life insurance an allocation should be made and only 
the amount of the premium payment which increases the surrender value 
or reserve under the policy should be deductible by the husband and taxable 
to the wife. 

If the insurance is provided for in the agreement, installment payments 
of the proceeds after the husband’s death apparently will be periodic pay- 
ments taxable to the wife under section 71(a), at least if the agreement 
provided for such installment settlement of the policy proceeds and the 
wife did not merely elect it on the husband’s death.°? However, premium 
payments which have been taxable to the wife (or which have been made 
by her) would perhaps be a cost basis which the wife should be permitted 
to recover tax-free. It is, therefore, safest tax-wise to leave the insurance 
out of the agreement. The wife could take out the insurance and own the 
policy, the husband merely providing additional alimony to cover the 
premiums. 


1 Seligmann v. Comm’r, 207 F.2d 489 (7th Cir. 1953); Smith’s Estate v. Comm’r, 
208 F.2d 349 (3d Cir. 1953); Blumenthal v. Comm’r, 183 F.2d 15 (3d Cir. 1950), affirming 
13 T.C. 28 (1949); Leon Mandel, 23 T.C. No. 11 (Oct. 18, 1954); Raoul Walsh, 21 T.C. 
1063 (1954); Beulah Weil, 22 T.C. 612 (1954), amended by 23 T.C. No. 82 (Jan. 14, 
1955); Lilian Bond Smith, 21 T.C. 353 (1953); Anita Quinby Stewart, 9 T.C. 195 (1947). 
Earlier decisions were less extreme. Estate of Boies C. Hart, 11 T.C. 16 (1948). The 
Bureau, curiously, appeared to approve the more liberal view. I.T. 4001, 1950-1 Cum. 
Butt. 27. Query what the result should be if the wife is absolute owner of the policy but 
agrees to will it to the children. 

®2'While the insurance proceeds are not literally “attributable to property trans- 
ferred, in trust or otherwise” they are probably within the general reference to payments 
in discharge of the husband’s obligation. However, if the insurance is not referred to 
in the agreement or decree, or probably if the installment settlement of the proceeds is 
not referred to, § 71(a) would not make the payments periodic payments taxable to 
the wife. If the policy settlement provides for payments over a period of less than ten 
years, the payments might be held to be installment payments of a principal sum under 
§ 71(c)(1), except that the reference is to ten years from the date of the “instru- 
ment or agreement.” 

% The policy could be left out of the agreement so that installment payments 
would not be taxable to the wife and yet she could have only a limited interest in the 
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As a practical matter, while the last mentioned arrangement is best 
for tax purposes, it does not really tie the insurance into the settlement or 
assure the wife of receiving the proceeds. She is likely to let the insurance 
lapse and use the additional income for living expenses. In some cases, 
therefore, it will be preferable for the agreement to provide for the premium 
payments, the policy being payable to the wife in one sum with settle- 
ment options. If it appears at the time of the husband’s death that install- 
ment payments elected by her would be taxable as alimony, she could take 
the proceeds in one sum, although she might still be taxed as a purchaser 
for value, as discussed below, if the Code is not amended. 

The premiums on ordinary life insurance may appear expensive to the 
husband if the wife is to receive all benefit; and he may prefer that the 
wife have only a limited interest, terminable on her death or remarriage, 
with the children as fixed secondary beneficiaries, even though he loses the 
right to deduct the premium payments and to shift the tax to the wife and 
may possibly subject her to a partial income tax on the proceeds. 

The alternatives with respect to life insurance may be summarized as 
follows: 


(1) Insurance as security for obligation of the estate. This permits 
the husband to make the provision for the wife terminable on her death or 
remarriage and is satisfactory for estate tax purposes. However, the pre- 
mium payments will not be deductible by the husband and taxable to the 


wife; and the problem of preventing periodic payments after the husband’s 
death from being taxable to the wife must be met by the creation of a trust. 

(2) Insurance maintained by the husband in satisfaction of the wife’s 
rights but with the wife’s interest terminating on death or remarriage. In 
order to avoid the estate tax, the husband must under the 1954 Code give 
up all reversionary interest in favor of secondary beneficiaries. Income tax 
will not be shifted to the wife by reason of his premium payments. Install- 
ment payments of the proceeds will be taxed to her as alimony, although 
perhaps not if she elects installment payments after his death. There is, 
moreover, the possibility mentioned below that in any event the entire 
proceeds on the husband’s death would be taxed to the wife as ordinary 
income under section 101(a)(2). 

(3) Wife as complete owner of policy and funds for premiums pro- 
vided by additional alimony payments. This avoids all tax problems, but it 
is optional with the wife to take out and maintain insurance or spend the 
additional alimony payments. 


A practical difficulty with the use of insurance of a fixed face amount 
policy. However, there would be no assurance that she would pay the premiums with 


the additional alimony provided for this purpose, and it would be to her interest not to 
do so because of her limited interest in the policy. 





FAL] MARRIAGE, SEPARATION, AND DIVORCE 529 


to provide for payments after the death of the husband and until the death 
of the wife is that the amount of the annuity available to the wife will be- 
come progressively greater with the passage of time until the husband’s 
death. What is required is a decreasing term policy which provides for an 
annuity of a fixed amount commencing at the husband’s death. 

The best case for the use of life insurance is where the agreement pro- 
vides for payments for a limited number of years commencing with the 
date of the agreement or divorce. Such an agreement can be funded by a 
relatively small amount of decreasing term insurance, similar to family in- 
come insurance, at a premium cost which is within reason. 

In the discussion so far, it has been assumed that new insurance would 
be taken out. There is a difficult problem in the use of existing insurance in 
that a transfer of existing insurance to the wife would presumably make her 
a purchaser for value under section 101(a) (2), with the consequence that the 
proceeds of the policy would be taxable income to the wife to the extent 
of the excess over cost even though taken in one sum and not as periodic 
alimony payments. This would seem to follow from the cases cited above 
holding that gain or loss is realized on a transfer of property in a divorce 
settlement.®* The cost which the wife could recover tax-free under section 
101(a)(2) would be the value of the policy at the time of transfer plus subse- 
quent premium payments which could be presumed to be the value of the 
marital rights surrendered. Congress intended to alleviate the purchaser-for- 
value rule in the 1954 Code, but in section 101(a)(2) failed to cover trans- 
fers of any sort between spouses. 

Section 101(a)(2) may apply where the wife is given fixed limited 
rights in an existing policy as well as where the policy is assigned to her as 
complete owner. The Code refers to a transfer of a life insurance contract 
“or any interest therein.” 

The purchaser-for-value rule of section 101(a)(2) may also apply 
where the divorce agreement provides that the wife will take out a new 
policy and that the husband will pay the premiums. The interest received 
by the wife is attributable to the premiums paid in purchase of her marital 
rights rather than to her application for the policy, and it might be argued 
that this constitutes a “transfer” of an interest in the contract for value 
under section 101(a)(2). This possibility should not occasion any difficulty 
where insurance is mere security for the husband’s obligation and would, of 
course, be inapplicable where the insurance is left entirely out of the divorce 
settlement. It may be, however, that in the case of the other of the three 
alternatives, where the wife is given a limited interest, the insurance proceeds 
paid to the wife on the husband’s death would be taxed to her as ordinary 
income even though received in one sum rather than in installments. The 
wife would not have any cost basis to recover by reason of the premiums 


% See notes 30 and 31 supra. 
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payments as such, because the payments would not have been taxable as 
income to her, but she should have the amount of the premiums paid as a 
cost basis on the theory that the amount represented the value of her sur- 
rendered marital rights. 


DEDUCTIBILITY OF ATTORNEYS’ FEES 


In accordance with the general principle that expenses in obtaining a 
right to income are deductible, both the Commissioner and the courts have 
recognized that a wife is entitled to deduct attorneys’ fees paid by her to 
the extent that such fees are for services rendered in procuring income for 
her.*> For this purpose, income would include periodic payments which 
are taxable to her even though not income in the normal sense. It is not 
clear whether the rule extends to services in obtaining a lump sum settlement 
which will produce income for the wife. 

Such a deduction, however, is only obtained where the wife pays her 
own attorneys’ fees and would not be obtained where the husband pays 
them.® Under local law, the husband is ordinarily liable for the wife’s 
attorneys’ fees and usually pays them without any tax benefit, although E.T. 
19 7 recognizes that there is no taxable gift to the wife in such payment. 
The better practice for tax purposes would be for the wife to pay her own 
fees, with compensation therefor in the over-all settlement. 

In the case of the husband’s own attorneys’ fees, the courts have for 
some time applied the rule that expenditures of the taxpayer in defending 
against claims and preserving his property are not deductible even though 
the property is income-producing.®® There is some slight indication, how- 
ever, that the courts may be about to make inroads into this rule, starting at 
least where special income-producing activity or property of the husband 
was imperiled by the wife’s claim.® While attorneys’ fees and other expenses 
incurred in certain tax matters are deductible, including services in preparing 
returns and contesting deficiencies, the rule has not been extended to tax 
planning. 


SUGGESTED AMENDMENTS TO THE 1954 CODE 


While the general scheme of the income, gift, and estate tax treatment 
of transfers pursuant to marital and divorce settlements seems satisfactory, 


5 U.S. Treas. Reg. 118, § 39.24(a)—1 (1953). Elsie B. Gale, 13 T.C. 661 (1949); 
Barbara B. LeMond, 13 T.C. 670 (1949). 

% Thorne Donnelley, 16 T.C. 1196 (1951); Frank J. Loverin, 10 T.C. 406 (1948). 
See I.T. 3856, 1947-1 Cum. Butt. 23; F. Ewing Glasgow, 21 T.C. 211 (1953). 

87 1946-2 Cum. BuLL. 166. 

*8 Hunter v. United States, 219 F.2d 69 (2d Cir. 1955); Smith’s Estate v. Comm’r, 
208 F.2d 349 (3rd Cir. 1953); Lindsay C. Howard, 16 T.C. 157 (1951), aff'd, 202 F.2d 
28 (9th Cir. 1953). 

% Baer v. Comm’r, 196 F.2d 646 (8th Cir. 1952), modifying 16 T.C. 1418 (1951); 
see also Lindsay C. Howard, supra note 98. 
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there are some discrepencies, omissions, and ambiguities in the 1954 Code 


* which require amendment. 


Since a transfer in connection with separation or divorce is now immune 
from gift tax, the same relief should be given for estate tax purposes. A 
divorced wife’s claim against her husband’s estate should be deductible 
without any allocation between support rights and property rights, and 
without regard to whether the claim is founded on a decree. Similarly, 
where a trust or life insurance is involved, there should be excluded, for 
consistency, that portion of the value attributable to a settlement of the 
wife’s rights incident to separation or divorce. In any event, even if the 
present estate tax rule requiring that the wife’s claim against the husband’s 
estate be based on support rights or a decree is continued, provisions should 
be inserted to give life insurance and trusts, which are otherwise subject to 
estate tax, equivalent treatment, either in the manner of section 811(g) (3) of 
the 1939 Code or by enlarging section 2043. 

The income tax provisions should be amended so that the divorced wife 
will not be taxed on periodic payments, as under an annuity contract, life 
insurance policy, or wasting trust, where the husband obtains no deduction. 

It would seem that, even aside from the subject of divorce, the pur- 
chaser-for-value rule with respect to life insurance should be eliminated as 
between spouses, including divorced spouses. 

There should perhaps be some extension of the head-of-a-household 
benefits to a divorced spouse who maintains a household for the children, 
but who has custody during less than one-half of the year and cannot meet 
the requirement that the household be the principal place of abode of a 
child. In any event, a specific provision should be inserted, corresponding to 
the provision with respect to the right to claim the children as dependents, 
to the effect that payments for the combined support of the wife and 
children which are taxable to the wife should not be considered as contribu- 
tions by the husband for the support of the children for purposes of head- 
of-a-household treatment. Also, there might be some provision to take care 
of the situation where the children live with the wife and are supported by 
separate payments from the husband, in which case the wife as well as the 
husband may not be a head-of-a-household under present law. 

The new questions of construction under section 71(a) should be re- 
solved. It should be made clear that the “incident to divorce” requirement 
is eliminated. Also, the question might be settled whether increased payments 
undertaken by the husband after divorce and loss of jurisdiction by the court 
are taxable to the wife. With respect to section 71(a)(3), the possible in- 
ference that periodic payments under a temporary decree must be for the 
support or maintenance of the wife should be eliminated. 

The controversy as to whether payments of a principal sum over a 
period of less than ten years are deductible by the husband and taxable to 
the wife where the payments are to terminate on death or remarriage may 
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be determined by the courts. If not, the question should be settled by an 
amendment, which might be broad enough to cover installment payments 
which are subject to reduction if the husband’s income falls below a certain 
amount. 

The Copley problem, the question whether an unconditional promise is 
a present gift for gift tax purposes, is considerably broader than the divorce 
or marital field. However, the Copley rule promises to create great confu- 
sion without any advantage one way or the other with respect to the 
revenue; and an amendment eliminating the rule would be desirable. 

The question whether a transfer of property in satisfaction of marital 
property rights or rights of inheritance should be treated as a taxable sale 
or exchange, as indicated in Farid Es Sultaneh, is difficult to answer. Since 
a transfer on account of support rights is taxable, perhaps the most con- 
venient rule would be that a transfer for both support and property rights 
without any division should be taxable, but that one for property rights 
alone should not be. 





PARTNERS AND PARTNERSHIPS UNDER 
THE 1954 CODE 


BY J. NELSON YOUNG * 


DEARTH OF A COMPREHENSIVE SYSTEM of statutory rules to 
govern the tax treatment of partners and partnerships and the inadequacy, 
conflict, and uncertainty of applicable rulings and decisions has been de- 
plored by various commentators for the past several years.! The objective 
of the partnership provisions incorporated in subchapter K of the 1954 
Code was to fill the void in a previously neglected but highly important 
area of the tax law.? 

The initial stimulus for these important changes is to be found in the 
work of the Committee on Taxation of Partnerships of the Section of Tax- 
ation of the American Bar Association. The specific legislative recommen- 
dations which were submitted by the Committee for consideration at the 
annual meeting of the American Bar Association in 1949 provided the pilot 
proposals for further study by the American Law Institute as part of its 
Income Tax Project. During the period subsequent to 1949 and prior to 
the adoption of the 1954 Code, committee representatives worked closely 
with the American Law Institute in the further refinement of these recom- 
mendations.* Although there are significant deviations, subchapter K as 
finally adopted is fashioned in large measure after the pattern provided by 
the American Law Institute and the American Bar Association Section of 
Taxation.® 

The uncertainties in the partnership area have arisen from the difficulty 
experienced by both the courts and the Service in choosing between the 
entity and the aggregate concepts. The problem has been one as to whether 
the partnership, for income tax purposes, should be treated as a separate 
entity or as an aggregate of individuals holding undivided interests in the 
various items of partnership property. The trend of the decisions has been 
toward the entity concept and this is the prevailing theme of subchapter 
K. However, to avoid inequities, the new Code in several instances adds 
elective provisions which incorporate the aggregate concept. An attempt 


* J. NELSON YOUNG. B.S. 1938, LL.B. 1942, University of Illinois; CPA, 
State of Illinois; Professor of Law, University of Illinois. 


1FE.g., Rabkin and Johnson, The Partnership Under the Federal Tax Laws, 55 
Harv. L. Rev. 909 (1942); American Bar AssociATION SECTION oF TAXATION, SYM- 
POSIUM ON “TAXATION OF PARTNERSHIPS,” (September 6, 1949). 

2S. Rep. No. 1622, 83d Cong., 2d Sess. 89 (1954). 

3 AMERICAN BAR ASSOCIATION SECTION OF TAXATION, PRroGRAM AND CoMMITTEE RE- 
PorTS 89-98 (1949). 

*For the final proposals see: ALI Fep. Income Tax Stat. (Feb. 1954 Draft, Vol. 
II). 

5 AMERICAN Bar ASSOCIATION SECTION OF TAXATION, PRoGRAM AND CoMMITTEE RE- 
PoRTS 98-101 (1954); Dibble, Partnership Changes in General, 1955 So. Caurr. Tax Inst, 
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is made in the following discussion to point up the basic premises under- 
lying the various provisions. The sequence adopted follows, chronologic- 
ally, the life span of the partnership from its formation, through its 
operation, to the sale or liquidation of a retiring or deceased partner’s 
interest, and finally to its complete termination.® 

The provisions of subchapter K are effective, generally, with respect 
to taxable years beginning on and after January 1, 1955, but certain pro- 
visions are made effective as of earlier dates.7? These variations in effective 
dates are emphasized at appropriate points in the discussion. 


PART I. FORMATION OF A PARTNERSHIP 
WHAT IS A PARTNERSHIP? 
In General 


Our first concern is that of determining what constitutes a partnership 
for tax purposes. The basic definition, which is much broader than the 
general legal concept, has been carried over from the 1939 Code and pro- 
vides that a partnership “includes a syndicate, group, pool, joint venture, 
or other unincorporated organization through or by means of which any 
business, financial operation, or venture is carried on, and which is not, 
within the meaning of this title, a corporation or a trust or estate.”® It 
is not within the scope of this article to develop the problems inherent 
in applying the foregoing definition. Rather, it is merely intended to 
point out that to this extent the problem of determining whether a par- 
ticular business association constitutes a partnership remains unchanged 
under the 1954 Code. 

In addition to the basic definition, the new Code in section 761 (a) 
includes the following provision, not found in the 1939 Code, which has 
given rise to some additional problems: 


“Under regulations the Secretary or his delegate may, at the election 
of all the members of an unincorporated organization, exclude such 
organization from the application of all or part of this subchapter, if 
it is availed of— 


6 Since the sequence of the discussion is unrelated to the organization of the statute, 
it may be well to note that subchapter K is subdivided into four parts: Part I—Deter- 
mination of Tax Liability (§§$ 701-708); Part II—Contributions, Distributions, and 
Transfers (§§ 721-723; §§ 731-736; §§ 741-743; §§ 751-755); Part [1I—Definitions (§ 
761); and Part [V—Effective Date for Subchapter (§ 771). 

TInt. Rev. Cope or 1954, § 771. The provisions which are subject to prior effective 
dates are as follows: (1) section 706 which governs the adoption or change of taxable 
years is applicable as of April 2, 1954; (2) sections 735(a) and 751 relating to the 
character of gain realized with respect to the sale, exchange, or distribution of un- 
realized receivables and inventory items are effective as of March 10, 1954. It is also 
provided that the special rules relating to non-liquidating distributions may be made 
applicable, by election, to partnership taxable years beginning after December 31, 1953. 

8Int. Rev. Cope or 1954, § 761(a). Compare Int. Rev. Cope or 1954, § 761(a), 
with Int. Rev. Code of 1939, § 3797(a) (2). 
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(1) for investment purposes only and not for the active con- 
duct of a business, or 
(2) for the joint production, extraction, or use of property, 
but not for the purpose of selling services or property 
produced or extracted, 
if the income of the members of the organization may be adequately 
determined without the computation of partnership taxable income.” 


This added language was apparently intended to liberalize the part- 
nership provisions by permitting the Service to exclude therefrom certain 
joint ventures previously falling within the statutory classification of 
partnerships. This has been considered particularly desirable with respect 
to joint operating ventures in the oil and gas industry, but the added pro- 
visions have been severely criticized as impracticable and as imposing an 
onerous and unwarranted burden upon taxpayers engaged in these trans- 
actions.? The proposed regulations '° alleviate this burden in some measure 
but do not go as far in this direction as has been urged." 

An interesting question also arises with respect to undivided interests 
in real estate held for investment purposes. Consider, as a typical example, 
the situation where children acquire by devise from a parent equal interests 
in rental real estate as tenants-in-common. They appoint an agent to 
manage the property and remit the net rental proceeds. Under the 1939 
Code, it was held that an arrangement of this type did not constitute a 
partnership.’ In view of the added provisions, will it now be necessary 
for the parties to a venture of this type to apply for exclusion from 
subchapter K? 18 Although the language may be ambiguous, there is no 
evidence that the added provision was intended to broaden the definition 
of partnerships to encompass arrangements not previously within its scope. 
The proposed regulations give no indication that an application for ex- 
emption from subchapter K will be required with respect to rental real 
estate held by tenants-in-common.'* 


Family Partnerships 
The new Code carries over, without change, the family partnership 


9 Jackson, Contributions to Partnership Capital of Property Other Than Money, 
1955 So. Cauir. Tax Inst. 191, 220-227; Naylor and Murphy, Tax Problems of Oil and 
Gas Ventures, 44 Itt. Bar. J. 8, 15-16 (1955). 

10 Proposed Regs., § 1.761-1(b) (3), 20 Fep. Rec. 5880 (1955). 

11 Jackson, supra note 9, at 226. 

12 Gilford v. Comm’r, 201 F.2d 735 (2d Cir. 1953); Coffin v. United States, 120 F. 
Supp. 9 (S.D. Ala. 1954); Estate of Edgar S. Appleby, 41 B.T.A. 18 (1940), aff'd on 
other grounds, 123 F.2d 700 (2d Cir. 1941). 

18 As an indication of the practical aspects of this problem, consider the following: 
(1) If the co-tenancy were a partnership, the taxable year provisions of § 706(b) would 
apply. See discussion p. 541 imfra. (2) A loss upon the sale of an interest therein would 
be treated as a capital loss under § 741 rather than as an ordinary loss under § 1231. 

14 Proposed Regs., § 1.761-1(b), 20 Fen. Rec. 5880 (1955). 
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provisions which were added to the 1939 Code by the Revenue Act of 
1951.15 Under these provisions, a partnership created by gift of an 
interest in the business will be recognized where capital is an important 
income-producing factor and the provisions of subchapter K will be 
applicable in all respects. The gift, of course, must be real in the sense 
that there must be a relinquishment of control by the donor over the 
interest which is the subject of the gift. It will be recalled that in the 
allocation of the income of a family partnership a reasonable allowance 
must first be made for the services rendered by the donor partner in the 
operation of the partnership business. The balance of partnership income 
is then allocable in proportion to the capital interests of the respective 
partners. 1@ 

Generally, there has been no serious problem with respect to the 
recognition of a partnership between family members where the donee 
partner is a vital member of the partnership.17 The family partnership 
provisions were enacted primarily to remove the “assignment of income” 
stigma from those situations where the donee is merely a passive partner. 
Consider, for example, the formation of an equal partnership between 
father and son where the latter steps in and performs a major role in the 
operation of the business. In that case, the agreement for sharing income 
will be recognized if the allocation squares with the ordinary business 
arrangements of parties dealing at arm’s length.'® 


RECOGNITION OF GAIN OR LOSS AND BASIS PROBLEMS 
Sale of an Interest in a Proprietorship 


Frequently, a sole proprietor will wish to form a partnership with 
one who desires to “buy in” to his business. If he accepts a lump sum 
payment in consideration of the creation of an equal partnership, he has 
in effect sold a one-half interest in each of the business assets. Under the 
doctrine of Williams v. McGowan,!® he will be required to allocate the 


15 Compare Int. Rev. Cope or 1954, § 704(e), with Int. Rev. Code of 1939, §§ 191, 
3797 (a) (2). 

16 Int. Rev. Cope or 1954, § 704(e) (2). 

17 F.g., William F. Fischer, 5 T.C. 507 (1945). 

18 This conclusion, which is based upon Mim. 6767 relating to pre-1951 family 
partnership problems, is not specifically expressed in the family partnership regulations, 
but it is implicit in the rules for allocation outlined therein. U.S. Treas. Reg. 118, § 
39.191-2 (1953); Mim. 6767, 1952-1 Cum. Butt. 111. 

19152 F.2d 570 (2d Cir. 1945). The problem presented was whether a proprietor- 
ship could be treated as an entity and the sale thereof treated as the sale of a capital 
asset. In requiring allocation of the selling price and determination of the amount and 
character of the gain separately with respect to each asset, the court said that Congress 
by its definition of capital assets “plainly did mean to comminute the elements of a 
business; plainly it did not regard the whole as ‘capital assets’.” Jd. at 572. The Su- 
preme Court has recently subscribed to this interpretation. Watson v. Comm’r, 345 
US. 544, 552, 73 Sup. Ct. 848, 853 (1953). 
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proceeds of the sale and separately account for gain or loss—capital or 
ordinary—with respect to a one-half interest in each item of property 
employed in the business. To avoid recognition of any taxable gain in 
this situation, the sole proprietor should withdraw from his business cash 
or other property leaving assets with a value equal to the capital contri- 
bution to be made by the other partner. The proprietor, with the balance 
of his business assets, and his prospective partner with his cash may make 
their contributions of capital directly to the newly formed partnership.?° 


Contribution of Property in Kind 


The contribution of property in kind which is taken by the partner- 
ship at a value greater or less than its basis in the hands of the contributing 
partner presents a question as to the recognition of gain or loss. By long 
administrative practice confirmed by court decisions, the rule has been 
firmly established that no gain or loss shall be recognized upon the contri- 
bution of property to a partnership.21 The Commissioner’s attempt to 
upset this rule on the ground that there was a taxable exchange of the 
contributed property for an interest in the partnership was rejected for 
the reason that an interest in a partnership is not marketable and, therefore, 
there could be no foundation upon which to premise a realization of gain.” 

These early decisions also established the rule that the basis to the 
partnership of contributed property should be the value at which the 
property was accepted by the partnership. Thus appreciated property 
could be contributed to a partnership at its current market value and 
promptly disposed of without the realization of taxable gain by either the 
partnership or the partners, the gain being deferred until liquidation or 
sale of the contributing partner’s interest.” 

Although Congress was not convinced that it was effecting a change 
in the law, this loophole was plugged in 1934 by the addition of former 
section 113(a)(13) which provided that the contributing partner’s basis 
should carry over to the partnership.2* However, since section 113(a) (13) 


20In making this choice, the parties should not overlook the complications which 
may arise with respect to property contributed in kind. To avoid these complications, 
it would be desirable for the proprietor to contribute assets with a basis equal to 
credited (fair market) value. See the following discussion. 

*1 Sol. Op. 42, 3 Cum. Butt. 61 (1920); G.C.M. 10092, XI-1 Cum. BuLL. 114 (1932); 
Helvering v. Walbridge, 70 F.2d 683 (2d Cir. 1934); Edward B. Archbald, 27 B.T.A. 
837 (1933), aff'd per curiam, Helvering v. Archbald, 70 F.2d 720 (2d Cir. 1934). 

22 Helvering v. Walbridge and Edward B. Archbald, supra note 21. 

28 Chisholm v. Comm’r, 79 F.2d 14 (2d Cir. 1935), cert. denied, 296 U.S. 641, 56 Sup. 
Ct. 174 (1935). 

24 Revenue Act of 1934, § 113(a) (13), 48 Stat. 708. Both committee reports stated 
that the addition of § 113(a) (13) “simply makes specific the correct interpretation of 
the general provisions of the present law.” H.R. Rep. No. 704, 73d Cong., 2d Sess. (1934), 
1939-1 (Part 2) Cum. Butt. 554, 567; S. Rep. No. 558, 73d Cong., 2d Sess. (1934), 1939-1 
(Part 2) Cum. Butt. 586, 601. 
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also provided for an adjustment to basis on account of any gain or loss 
realized by the transferor upon transfer of the property to the partnership, 
there remained an implication that gain or loss might be recognized upon 
the contribution of property in kind to a partnership. The new Code, for 
the first time, specifically forecloses this possibility by providing that “no 
gain or loss shall be recognized to a partnership or to any of its partners 
in the case of a contribution of property to the partnership in exchange 
for an interest in the partnership.” 2° 


Capital Accounts Disproportionate to Partners’ Contributions 


A nice question arises under section 721 as to whether this provision 
precludes recognition of taxable gain or loss where the interests in part- 
nership capital taken by the respective partners are disproportionate to 
their capital contributions. Assume that A contributes $15,000 and B con- 
tributes $5,000 in the formation of an equal partnership and each partner’s 
capital account is credited with $10,000, a fifty per cent interest in total 
partnership capital. Does B realize a taxable gain of $5,000 as a result of 
this transaction? 

The provision in section 721 for non-recognition of gain or loss with 
respect to capital contributions is not specifically limited by its language 
strictly to the contributing partner, but applies broadly “to any of its 
partners.” On this basis it may be contended that B should not be deemed 
to realize taxable gain in the foregoing illustration. The proposed regula- 
tions, however, adopt the position that “section 721 does not apply to 
the extent that an interest in partnership capital is obtained by a partner 
as compensation for services (or in satisfaction of obligations) and not in 
exchange for his contribution of property to the partnership.” 2° Where 
there is a disproportionate contribution which is intended as compensa- 
tion, the regulations provide that the additional amount shall be taxed to 
the recipient as ordinary income in the year actually or constructively 
received.?? 


25 Int. Rev. Cope or 1954, § 721. This provision applies not only to contributions 
upon formation of the partnership, but also to subsequent contributions. S$. Rep. No. 
1622, supra note 2, at 388. 

26 Proposed Regs., § 1.721-1(b), 20 Fep. Rec. 5866 (1955). This result is consistent 
with the rule that stock received for services in connection with the organization of a 
corporation does not come within the provisions for non-recognition of gain upon the 
transfer of property to a controlled corporation. Int. Rev. Cope or 1954, § 351(a). A 
clarifying amendment of § 721 to accord with the regulations may be desirable. 

27“Such amount is taxable to the partner at such time as there are no substantial 
restrictions or conditions on his right to withdraw or otherwise dispose of such amount, 
or when in fact he does obtain such amount (either through a distribution or by sale 
or exchange of his partnership interest), whichever event first occurs.” Proposed Regs., 
§ 1.721-1(b), 20 Fen. Rec. 5866 (1955). This provision is not as broad as the rule laid 
down in a recent Tax Court case where the taxpayer who was the sole general partner 
in a limited partnership was entitled to a $5,000.00 additional credit to his capital 
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In the suggested case, the real issue is whether the additional contri- 
bution by A is intended as compensation or as a gift. For example, if it 
were agreed that the additional $5,000 would not be credited to B’s 
account or could not be withdrawn until B had served as a general partner 
for a period of a year, this would clearly indicate that the additional 
$5,000 was intended as compensation. Similarly, even though no restric- 
tion were imposed upon B, if the additional capital were advanced by A to 
induce B to join the partnership and lend his business skill to the venture, 
the additional amount credited to B would be taxable to him as ordinary 
income. In view of the business motive inherent in these transactions, 
it will be most difficult to establish that the transaction was a bona fide 
gift.28 If it were a gift, the transfer would be subject to the gift tax. There 
is some consolation in the fact that if the excess contribution by A were 
taxable to B as compensation, A would be entitled to a deduction for the 
amount as an ordinary and necessary business expense under section 
162(a)(1).28 


Initial Basis of a Partner’s Interest 


The initial basis of a partner’s interest in a partnership is the amount 
of money contributed plus the adjusted basis of any property contributed 
in kind.8® The basis so determined is subject to adjustment, however, 
with respect to any liabilities assumed by the partnership in connection 


account after partnership earnings reached a certain figure. The credit to his account 
was to be charged against the capital accounts of the other partners. It was held that 
he was taxable upon the additional credit even though the amount could not be im- 
mediately withdrawn. Since the credit to his account was irrevocable, he could not be 
divested of the economic gain inherent therein and this was deemed sufficient to consti- 
tute realization. It was also held that the amount was taxable in the year earned even 
though the actual book entry was delayed for several months. Harry W. Lehman, 19 
T.C. 659 (1953). Another recent case by implication supports the view that ordinary 
income, if any, is realized when the additional credit is earned and not upon dissolution 
of the partnership. Farris v. Comm’r, 222 F.2d 320 (10th Cir. 1955), reversing 22 T.C. 
104 (1954). In the Farris case, one of three partners contributed the entire capital of 
$50,000 to finance an oil venture and received a fifty per cent interest in the partnership. 
The other two partners who provided the “know-how,” each received a twenty-five 
per cent interest. Upon dissolution following the death of one of the partners, a question 
arose as to whether an active partner realized ordinary income at that time to the 
extent of $12,500, his initial interest in the original capital. On account of intervening 
losses, the taxpayer actually received about $6,000. It was held that this amount was 
taxable as capital gain. The better view would be that the initial credit of $12,500 was 
taxable as ordinary income in the year the partnership was formed, however erroneously 
omitted, thereby increasing the basis of the taxpayer’s interest in the partnership. Thus 
there would have been no gain upon dissolution. 
28 F.g., Fisher v. Comm’r, 59 F.2d 192 (2d Cir. 1932). 


29 The deduction would be allowed in the year in which the additional amount 
became vested in B. Until that time there would be no payment or accrual of the ex- 
pense. It should be added that the tax treatment by A would be an important factor in 
determining intent to compensate B. Willkie v. Comm’r, 127 F.2d 953 (6th Cir. 1942). 


80 Int. Rev. Cope or 1954, § 722. 
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with contributed property as more fully discussed under the following 
caption. In the event there is a disproportionate capital contribution 
which results in taxable compensation to a partner, the basis of his interest 
in the partnership will be increased accordingly.*! 


Effect of Liabilities Relating to Contributed Property 


Liabilities relating to contributed property, if assumed by the partner- 
ship, will effect an adjustment in the basis of the respective partners’ 
interests and may, as an exception to the general rule, result in the realiza- 
tion of taxable gain by the contributing partner. The new Code provides 
that any increase in a partner’s share of liabilities of a partnership shall 
be considered as a contribution of money by the partner to the partner- 
ship.2?. Conversely, any decrease in a partner’s individual liabilities by 
reason of the assumption by the partnership of such individual liabilities 
shall be considered as a distribution of money by the partnership to the 
partner.*8 

To illustrate the application of these rules, assume that A and B form 
an equal partnership. A contributes cash of $10,000. B contributes real 
property having a basis of $4,000 and a fair market value of $12,000 which 
is subject to an outstanding mortgage of $2,000. The partnership assumes 
the outstanding mortgage of $2,000. The capital accounts of both A and 
B are credited with $10,000. The basis of A’s interest in the partnership 
in this case would be $11,000—his $10,000 cash contribution plus $1,000, 
his one-half share of the outstanding mortgage upon the real estate. The 
basis of B’s interest would be $3,000—the basis of the contributed real 
property, $4,000, less $1,000, one-half of the mortgage indebtedness which 
was shifted to A as a consequence of the assumption of the mortgage by 
the partnership. This is treated as a cash distribution to the contributing 
partner under section 752(b) to be applied as a reduction of the basis of 
his partnership interest in accordance with the provisions of section 733. 

The exception to the general rule that gain will not be recognized 
upon the contribution of property to the partnership arises where the 
portion of indebtedness relating to the contributed property and assumed 
by the other partners exceeds the basis of the property in the hands of 
the contributing partner. To illustrate, modify the preceding example 
by assuming that the real estate contributed by B with a basis of $4,000 
has a fair market value of $20,000 and is subject to an outstanding mortgage 
of $10,000 which is assumed by the partnership. In that case, the basis of 
A’s interest in the partnership would be $15,000—his $10,000 cash contri- 
bution plus $5,000, his one-half share of the mortgage indebtedness. The 


31 Proposed Regs., § 1.722-1, 20 Fep. Rec. 5866 (1955). 

82 Int. Rev. Cope or 1954, § 752(a). 

83 Jd. 752(b). A liability to which property is subject is treated as a liability of the 
owner to the extent of the fair market value of the property. Id. § 752(c). 
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assumption of the mortgage indebtedness by the partnership reduces B’s 
personal liabilities by $5,000. This is treated as the equivalent of a cash 
distribution of $5,000 which, applied against his basis of $4,000, reduces 
the basis of his interest in the partnership to zero and produces a capital 
gain of $1,000.%4 


SELECTING THE PARTNERSHIP TAXABLE YEAR 


One of the first decisions to be made in forming a partnership is 
the establishment of a taxable year. Under the 1939 Code, it was possible 
to defer the taxation of partnership income by adopting a partnership 
taxable year different than that of the members. For example, in the case 
of partners reporting income on a calendar year basis and a partnership 
on a fiscal year ending January 31, there was a continuous deferment of 
taxation of eleven months of partnership income. This result followed 
from the statutory provision that a partner shall report his share of 
partnership income in his taxable year within or with which the partner- 
ship year ends. There was an opportunity for manipulating the deferment 
of income by frequently changing the partnership taxable year through 
the admission of new members and the formation of a new partnership. 
Prior to adoption of the 1954 Code, the Service attempted to deal with 
this problem by administrative ruling.* 

Under the new Code, strict limitations are imposed upon both the 
partnership and the partners in the selection of different taxable years. 
These limitations apply with respect to the adoption of or change to a 
taxable year beginning after April 1, 1954.86 Under section 706(b)(1), 
“a partnership may not change to, or adopt, a taxable year other than that 
of all of its principal partners” except upon prior approval of the Com- 


34 This result follows from the application of §§ 752(b) and 731. Proposed Regs., 
§ 1.752-1(c), 20 Fep. Rec. 5878 (1955). These provisions in subchapter K, are consistent 
with the rule in § 357(c) that gain is realized upon the contribution to a corporation of 
property subject to outstanding indebtedness which is in excess of its basis. The only 
difference is that in the case of a corporation the entity concept applies and the entire 
excess of liabilities over basis is taxed to the contributing shareholder. Under the partner- 
ship provisions which, on this point, adopt the aggregate concept, there is no taxable 
gain unless the portion of the liabilities assumed by the other partners exceeds the basis 
of the property. 

85 The Commissioner took the position that a change in membership through 
death or retirement of a partner or admission of a new partner did not, in itself, effect a 
termination of the partnership for income tax purposes. Rev. Rul. 144, 1953-2 Cum. 
Butt, 212. This ruling was subsequently made applicable only to changes in partnership 
interests occurring after January 1, 1954. Rev. Rul. 54-26, 1954-1 Cum. Butt. 153. The 
principle of this ruling, with some modification, has been incorporated in § 706(c) of 
the new Code. The underlying philosophy of § 706(c) is that changes in membership 
do not effect any real economic change with respect to the remaining partners unless 
there is a substantial change in partnership interests through sale or exchange (50% or 
more) or a cessation of partnership business. 


86 Int. Rev. Cope or 1954, § 771(b) (1). 
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missioner premised upon the establishment of a business purpose. Similarly, 
it is provided that a partner may not, without prior approval upon the 
same condition, change to a taxable year other than that of a partnership 
in which he is a principal partner? A “principal partner” is defined as 
one who holds an interest of five per cent or more in the partnership 
profits or capital.%§ 

If the partnership were created on or prior to April 1, 1954, it may con- 
tinue to follow a taxable year which differs from that of the principal part- 
ners. The new provisions are applicable only (1) if there is a formation of 
a new partnership *® or (2) if a partnership changes its taxable year, on or 
after April 2, 1954. In general, the effect of the new code provision is to 
place a new partnership on a calendar year basis since that is the basis upon 
which most individuals report their income. 

In the case of a newly formed partnership, prior approval generally 
must be obtained to establish a taxable year which differs from that of any 
of its principal partners.44 However, where the principal partners are not 
on the same taxable year, the proposed regulations provide that a newly 
formed partnership may adopt a calendar year without prior approval.*? 
The proposed regulations also provide that there is no necessity for the 


57 Id. § 706(b) (2). 
88 Jd. § 706(b) (3). 


39 Whether an existing partnership continues or is succeeded by a new partnership 
depends upon whether there has been a termination of the original partnership within 
the provisions of § 708. Inr. Rev. Cope or 1954, § 771(b) (1). The general rule is that 
a partnership is terminated (1) if there is a complete cessation of the business of the 
partnership, or (2) if within a 12-month period there is a sale or exchange of 50% or 
more of the total interest in partnership capital and profits. A partnership does not 
terminate by reason of a merger or consolidation, if its members own an interest of 
more than 50% in the capital and profits of the resulting partnership. Conversely, in 
the case of a division of a partnership, a resulting partnership will be considered a 
continuation of the former if the members thereof held more than a 50% interest in 
the capital and profits of the prior partnership. The proposed regulations outline the 
requirements for the filing of partnership returns in the case of a merger or division. 
Proposed Regs., § 1.708-1(b) (2), 20 Fep. Rec. 5866 (1955). 

40 Quaere whether the establishment of a short taxable year beginning prior to 
April 1, 1954, and ending after that date will be considered as the adoption of or change 
to a taxable year beginning after April 1, 1954. Davis, Partners and Partnerships: De- 
termination of Tax Liability Under the 1954 Code, 32 Taxes 964, 975 (1954). The pro- 
posed regulations apparently have not adopted this view. Proposed Regs., § 1.706-1(b) 
(6), 20 Fen. Rec. 5863 (1955). 

41 For example, A, B, and C, who are all on a calendar year, form the ABC partner- 
ship and wish to adopt a fiscal year ending March 31 which is the natural business year 
for the particular business. The partnership must obtain prior approval. Application 
must be filed with the Commissioner on or before the last day of the month following 
the close of the taxable year for which approval is sought—in this case, by April 30. 
Proposed Regs., § 1.706-1(b) (5), 20 Fep. Rec. 5863 (1955). 

42 Proposed Regs., § 1.706-1(b) (1), 20 Fep. Rec. 5863 (1955). For example, A, B, 
and C form a partnership. A is on a calendar year; B is on a fiscal year ending June 30; 
and C is on a fiscal year ending September 30. The ABC partnership may adopt a 
calendar year without prior approval. 
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partnership to obtain prior approval where all the principal partners con- 
currently change to the same taxable year which the partnership adopts or 
to which it changes.** A partner who changes his taxable year must, in any 
event, obtain prior approval in compliance with the provisions of section 
442.44 Where prior approval of a change in a taxable year is required of 
either a partnership or a partner, application should be made in accordance 
with the procedure established under section 442.4° The proposed regula- 
tions provide that a newly formed partnership shall file with its first return 
a statement concerning the taxable year of the partnership and the member 
partners. A similar statement is required of a partner or the partnership, 
as the case may be, in the event of a change in the taxable year.*® 

The statute prescribes a business purpose test as the condition upon 
which the Commissioner may approve a partnership taxable year which 
differs from that of the principal partners. It is reassuring to note that the 
proposed regulations adopt an eminently sound view in stating that the 
Commissioner will recognize the “natural business year” in approving a 4 
partnership taxable year which does not coincide with that of the principal 
partners.*7 It is to be hoped that this policy will be liberally administered. 


‘ 


EXPENSES OF FORMING A PARTNERSHIP 


Prior to the adoption of the 1954 Code, the expense of organizing a 
partnership for an indefinite term was held to be a non-deductible capital 
expenditure akin to the expense of organizing a corporation.*® With respect 
to corporations, the new Code permits an election so that a corporation, 
rather than capitalizing these costs, may treat organizational expenses as de- 































43 bid. 
44 Id. § 1.706-1(b) (2), 20 Fep. Rec. at 5863. 
45 Id. § 1.706-1(b) (5), 20 Fen. Rec. at 5863. 
46 Jd. § 1.706-1(b) (4) (ii), 20 Fep. Rec. at 5863. 


47 Id. § 1.706-1(b) (5), 20 Fep. Rec. at 5863. The example employed in the proposed 
regulations is based upon a change by the partnership in its principal business activity 
which serves to change its natural business year. However, an existing partnership should 
not be bound by the fact that it has been following a taxable year which does not 
correspond to its normal business year. In that case, the Commissioner’s approval of a 
change should be forthcoming even though there is no change in the principal business 
activity of the partnership. In obtaining approval of a partnership fiscal year, the 
recommendations of the Natural Business Year Committee of the American Institute 
of Accountants should prove particularly helpful. AIA, Natural Business Year Com- 
mittee, Suggested Fiscal Closing Dates (Revised 1955), 100 J. Accountancy No. 6 59 
(1955). 


48 Abe Wolkowitz, 8 CCH Tax Ct. Mem. 754, P-H 1949 T.C. Mem. Dec. § 49212. 
But see Estate of Andrew S. Neilson, 7 CCH Tax Ct. Mem. 666, P-H 1948 T.C. Mem. 
Dec. { 48184. In the latter case the court, applying the Coban doctrine, allowed a de- 
duction for travel and entertainment expenses incurred by the taxpayer in conferring 
with a business associate regarding matters leading to the formation of the partnership. 
The Wolkowitz case dealt solely with legal expenses directly incurred in the organiza- 
tion of the partnership. 
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ferred charges to be deducted ratably over a period of not less than sixty 
months.*® There is no similar provision relating to partnerships. Conse- 
quently, expenses of organizing a partnership will continue to be treated as 
capital expenditures and will not be deductible unless the partnership is 
created for a specific term in which event the cost will be amortized over 
the specified term. Although organizational expenses may not be currently 
deductible, they will be reflected in the basis of the partners’ interests in the 
partnership whether paid by the partnership from contributed capital or 
paid by the individual partners on behalf of the partnership. 


PART II. OPERATION OF THE PARTNERSHIP 


METHOD OF REPORTING AND TAXING 
PARTNERSHIP INCOME 


As under the former Code, the partnership is not recognized as a tax- 
able entity, but merely serves as a conduit for transmission of various items 
of income and expense to the respective partners. The partnership return 
continues to serve as an information return,®! and the partners are liable in 
their individual capacities for partnership income.®? The return for the part- 
nership is filed for the taxable year of the partnership irrespective of the 
taxable years of the partners and is due the fifteenth day of the fourth 
month following the close of the partnership taxable year.5* Each partner 


reports in his individual return his distributive share of partnership income, 
losses, deductions, and credits for the taxable year of the partnership ending 
within or with his particular taxable year irrespective of whether there is 
actual distribution.54 


Election to be Taxed as a Corporation 


Section 1361 of the new Code permits a sole proprietor or a partnership 
consisting of not more than fifty individual members to elect to be taxed 
as a corporation. This provision does not apply, of course, to those business 
organizations which, as associations, are subject to tax as corporations under 
the statutory definition in section 7701(a)(3).°5 Partnerships electing to be 
taxed as corporations encounter numerous uncertainties under section 1361, 


49 Int. Rev. Cope or 1954, § 248. 

50 Td. § 701. 

51 Jd. § 6031. 

52 Id. § 701. 

53 Id. § 6072(a). 

54 Id. § 706(a). 

55 Although the organization is a partnership under local law, it may be held to be 
an association and taxable as a corporation under the Code. Burk-Waggoner Oil Ass’n 
v. Hopkins, 269 U.S. 110, 46 Sup. Ct. 48 (1925). See Krystal, Partnerships Taxable as 
Corporations, 1950 So. Cauir. Tax Inst. 137; Vernon, When Are Partnerships Likely to 
be Taxed as Associations?, N.Y.U. 4th Inst. on Fev. Tax. 489 (1946). 
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and, furthermore, they do not obtain all the tax perquisites which are ex- 
tended to corporations. The partners of an electing partnership do not 
qualify as employees for the purpose of the employee pension trust pro- 
visions.*° In many cases, the tax benefits available to the officer-owners 
under an employee pension plan are among the principal considerations 
leading to the selection of the corporate form. As a practical matter, if a 
partnership desires the tax status of a corporation, it generally will be pref- 
erable to incorporate. This will permit the individual members, under local 
law, to obtain the insulating benefits of the corporate form with respect to 
personal liability and will enable the company under the tax laws, to chart 
its course with a more adequate degree of certainty.*? 


Partner’s Declaration of Estimated Tax 


A partner will generally find it desirable to avoid the problem of 
penalties with respect to under payment of estimated tax by filing his decla- 
ration either on the basis of the preceding year’s tax liability or on the basis 
of the preceding year’s income, applying the current rates and exemptions.** 
If the partnership accounting records periodically provide accurate figures 
so that a partner may estimate his income and tax, he should take into ac- 
count any guaranteed payments (salary or interest)®® plus his distributive 
share of partnership income for the months preceding the month in which 
the installment falls due. The partner and partnership may be on different 
taxable years; for example, the partner may be on a calendar year and the 
partnership on a fiscal year. In that case, the partner should take into ac- 
count guaranteed payments plus his distributive share of partnership income 
for the fiscal year which will end within his taxable year to the end of the 
month preceding the month in which the installment is due. He will not be 
required to include any portion of the partnership income for the period 
subsequent to the end of the partnership fiscal year. 


56 Int. Rev. Cope or 1954, § 1361(d). It is interesting to compare a recent case 
relating to an association of doctors engaged in the practice of medicine. It was held 
that the organization qualified as a corporation for tax purposes thereby validating an 
employees’ pension trust even though state law did not permit the practice of medicine 
in the corporate form. United States v. Kintner, 216 F.2d 418 (9th Cir. 1954). 


57 For a thorough analysis of § 1361, see Brown, Unincorporated Business Enter- 
prises Electing to be Taxed as Domestic Corporations, 1955 So. Cauir. Tax Inst. 281. 


58 Int. Rev. Cope or 1954, §§ 6654(d) (1) (A), (B). 
59 See discussion of guaranteed payments at p. 560 infra. 


6 To illustrate, assume that a partner is on a calendar year and the partnership is 
on a fiscal year ending June 30. During 1956, the partner would include in his declaration 
for April 15, his share of partnership income for the period July 1, 1955 to March 31, 
1956; for his June 15 installment he would include his share of partnership income for the 
period July 1, 1955 to May 31, 1956; for his September 15 and January 15 installments, 
he would include his share of partnership income for the period July 1, 1955 to June 
30, 1956. Rev. Rul. 55-348, 1955 Int. Rev. Buty. No. 23, at 8. 
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CLASSIFICATION OF ITEMS OF PARTERNSHIP INCOME 
AND EXPENSE 


The conduit principle is fully developed in the new Code which has ex- 
panded upon the requirements for segregating various items of partnership 
income and expense.*! Section 702 provides that each partner shall take into 
account separately his share of long-term and short-term capital gains and 
losses, gains and losses from section 1231 (formerly § 117(j)) transactions,®” 
charitable contributions, dividends from domestic corporations, foreign taxes, 
partially tax-exempt interest, ordinary income or loss of the partnership, and 
any other items required by regulations to be separately stated. In the latter 
group, the proposed regulations provide for the segregation of tax-benefit 
recoveries under section 111, exploration expenditures under section 615, 
soil and water conservation expenditures under section 175, hobby losses 
under section 270, wagering gains and losses under section 165(d), and any 
items which are subject to special allocation under the partnership agree- 
ment in a manner different from the general allocation of partnership in- 
come or loss.®* Consequently, a partner’s distributive share of the various 
items of partnership income and expense retain the same character as if re- 
alized or incurred directly by him.* 

The conduit principle is also extended to the partnership gross income. 
The new Code provides that “in any case where it is necessary to determine 
the gross income of a partner for purposes of this title, such amount shall 
include his distributive share of the gross income of the partnership.” © 
This rule will apply, for example, in ascertaining whether a return must be 
filed by the partner, in applying the provisions for “spreading” income 
under section 1301, in determining the applicability of the six-year period of 
limitations under section 6501(e) relating to the omission of more than 
twenty-five per cent of gross income, and in computing the limitation upon 
the allowance of soil and water conservation expenses under section 175(b).* 


DETERMINATION OF PARTNERSHIP INCOME 


After excluding the various classes of income and expense which must 
be separately stated, the taxable income (ordinary income or loss) of the 


61 Compare Int. Rev. Cope or 1954, § 702, with Int. Rev. Code of 1939, § 183. 

62 In giving full scope to the conduit principle, the new Code overrules two recent 
Tax Court decisions by requiring a partner to off-set his share of § 1231 transactions 
of the partnership against his individual § 1231 transactions. Previously this was not 
required. If a partner had a net gain with respect to his individual § 1231 transactions 
and the partnership had a net loss, the former was taxable as capital gain, and his share 
of the partnership loss was deductible as an ordinary loss. Jack Jordan Ammann, 22 
T.C. 1106 (1954). And vice versa, Jacob Paley, 22 T.C. 1236 (1954). 

63 Proposed Regs., § 1.702-1(a) (8), 20 Fep. Rec. 5855 (1955). 

64 InT. Rev. Cone oF 1954, § 702(b). 

65 Td. § 702(c). 

“6 Proposed Regs., § 1.702-1(c), 20 Fen. Rec. 5856 (1955). 
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partnership is computed in the same manner as in the case of an individual 
with two principal exceptions.** First, the partnership is not allowed the 
deductions which are especially provided for individuals since these are 
taken by the partners in their respective individual returns. These include 
the standard deduction, the personal exemption, non-business expenses, medi- 
cal expenses, expenses for the care of dependents, alimony, and amounts 
representing taxes and interest paid to cooperative housing corporations. 
The other exception is the net operating loss deduction. This deduction is 
not allowed to the partnership since the individual partners take their re- 
spective shares of net losses of the partnership into account in determining 
the net operating loss deduction in their individual returns. 

It has been suggested that the denial of a deduction to the partnership 
under section 703(a)(1)(F) for the additional itemized deductions which 
are available to individuals, such as non-business expenses, will bar any de- 
duction whatsoever with respect to these items paid or incurred by the 
partnership.*® The Commissioner, relying upon the authority granted by 
section 702(a)(8), has provided in the proposed regulations that “each part- 
ner shall take into account as part of any itemized deductions allowable to 
him under Part VII of subchapter B, his distributive share of any expenditure 
of the partnership which would constitute an allowable deduction under 
that part when incurred by an individual, if the expenditure is not otherwise 
deductible by the partnership as a business expense.” ® 


Elections by the Partnership Governing the Determination of Income 


Except for the election under section 901 relating to foreign taxes, the 
new Code provides that “any election affecting the computation of tax- 
able income derived from a partnership shall be made by the partner- 
ship.” 7 These elections include, among others, the selection of account- 
ing methods, methods of depreciation, amortization of emergency facili- 
ties, amortization of grain storage facilities, and the treatment of research 
and experimental expenses and soil and water conservation expenses.”! 
This provision in the new Code reflects the case law developments under 
the 1939 Code.*? The elections by the partnership with respect to partner- 


67 Int. Rev. Cope or 1954, § 703. 

68 Jackson, Johnson, Surrey, Tenen and Warren, The Internal Revenue Code of 
1954: Partnerships, 54 Corum. L. Rev. 1183, 1186 (1954). 

6° Proposed Regs., § 1.702-1(a) (8) (iii), 20 Fen. Rec. 5855 (1955). 

7 Int. Rev. Cope or 1954, § 703(b). 

7 Proposed Regs., § 1.703-1(b), 20 Fep. Rec. 5856 (1955). 

72 Under the former Code, it was held that the election of the installment method 
with respect to the accounting for gain upon the sale of property by the partnership 
was one to be made by the partnership in its return and not by the individual partners. 
John G. Scherf, Jr, 20 T.C. 346 (1953). Similarly it was held that the partnership 
election to expense or to capitalize intangible drilling and development costs incurred by 
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ship income, of course, do not affect a partner’s non-partnership trans- 
actions. 


PARTNERS’ SHARES OF PARTNERSHIP INCOME, 
EXPENSE, AND LOSSES 


General Rule for Allocation 


The new Code recognizes the contractual relationship of the partners 
by providing as a general rule that a partner’s distributive share of the various 
items of partnership income and expense shall be determined in accordance 
with the terms of the partnership agreement.™* There are exceptions to the 
general rule, however, in that special provisions have been incorporated in 
section 704 to govern (1) the allocation by the partners of various classes 
of income and expense in a manner different than the established profit and 
loss ratio, (2) the allocation of depreciation and gain or loss with respect to 
contributed property, and (3) the allowance of a deduction for partnership 
losses by the respective partners. As noted previously, the family partner- 
ship provisions have been carried over without change from the 1939 Code 
and these provisions govern the allocation of partnership income in those 
cases,"4 


Agreement to Allocate Certain Items Differently than in 
Profit and Loss Ratio 


The new Code provides for the recognition of an agreement by the 
parties to allocate various items of income or expense in a manner different 
than the regular profit and loss ratio. This rule is subject to a proviso that 
the allocation must not be for the purpose of tax avoidance or evasion. If 
the latter purpose is established, the regular profit and loss ratio will be 
deemed controlling.” 

In its report, the Senate Finance Committee states that if “a special 


the partnership was controlling upon the individual partners. Bentex Oil Co., 20 T.C. 
565 (1953), petition for review dismissed, 5 CCH 1955 Sranp. Fev. Tax Rep. 4 9208; Rev. 
Rul. 54-42, 1954-1 Cum. Butt. 64. 

73 Int. Rev. Cove or 1954, § 704(a). It will be noted that under § 761(c) “a partner- 
ship agreement includes any modifications of the partnership agreement made prior to, 
or at, the time prescribed by law for the filing of the partnership return for the taxable 
year ....” Quaere: Will revisions in the profit and loss sharing ratios at any time prior 
to the due date of the partnership return be recognized? Davis, Organization and 
Operation of Partnerships, 43 Iu. Bar. J. 533, 534-535 (Supp., 1955). The conference 
report indicates that any reallocation of partnership earnings after the close of the 
partnership year will be suspect under § 704(b) as an attempt to evade or avoid taxes. To 
quote therefrom: “The authorization to revise or amend the partnership agreement 
subsequent to the close of the taxable year is subject, of course, to the provisions of 
section 704(b), relating to distributive shares of partnership items of gain, loss, etc.” 
H.R. Rep. No. 2543, 83d Cong., 2d Sess. 65-66 (1954). 


74 See text p. 536 supra. 
7 Int. Rev. Cope or 1954, § 704(b). 
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allocation of certain items has substantial economic effect and is not merely 
a device for reducing the taxes of certain partners without actually affecting 
their shares of partnership income, ther. such a provision will be recognized 
for tax purposes.” 7° The proposed regulations do not adopt the “substantial 
economic effect” test as the exclusive criteria for determining whether a 
particular arrangement is for the purpose of tax avoidance or evasion, but 
provide that all facts and circumstances must be considered.* The illustra- 
tions employed in both the Senate Finance Committee Report and the pro- 
posed regulations are not particularly helpful since they demonstrate the 
obvious.” This statutory provision is indeed nebulous and it is difficult with 
complete assurance to draw the line between those situations which will 
meet the requirements of the statute and those which will not. It is the gen- 
eral consensus, however, that this provision in the Code will encourage the 
use of the partnership form to attract risk capital for various ventures, par- 
ticularly in the development of natural resources.” By agreement, the part- 
ners may permit the financing member to recoup his investment out of the 
first earnings of the venture prior to a general sharing of profits without 
incurring any adverse tax or local property law complications.*® An arrange- 
ment of this type would square with the “substantial economic effect” test. 


Depreciation and Gain or Loss with Respect to Contributed Property 


It has been noted that no gain or loss is recognized with respect to con- 
tributed property and that the transferor’s basis carries over to the partner- 


ship.§! Under the 1939 Code, there was no established rule as to the alloca- 
tion of partnership depreciation and gain or loss with respect to property 
contributed in kind, but it was generally understood that the Service would 
accept the allocation of taxable income or loss as agreed upon by the part- 


7S. Rep. No. 1622, 83d Cong., 2d Sess. 379 (1954). 


77 “Tn determining whether the principal purpose of any provision in the partner- 
ship agreement for a special allocation is the avoidance or evasion of federal income tax, 
each such provision must be considered on its own merits in relation to all the surround- 
ing facts and circumstances. The presence or absence of substantial economic effect in 
the special allocation provided for in the agreement is only one of the facts and cir- 
cumstances to be considered.” Proposed Regs., § 1.704-1(b) (2), 20 Fep. Rec. 5857 (1955). 

78 An allocation of partnership losses on the sale of depreciable property to a 
partner who has no off-setting gains from individual transactions, and the allocation of 
an equal amount of ordinary partnership expenses or losses to a partner who does have 
§ 1231 gains would be considered a tax avoidance device. Similarly, an agreement to 
divide total income equally but to allocate tax-exempt income first to the high-bracket 
partner would generally fali within the statutory proscription. Jd., Examples (1) and 
(3), 20 Fep. Rea. at 5857. 

79 Jackson, Johnson, Surrey, Tenen and Warren, supra note 68, at 1183 

80 It has been suggested, in view of the provisions in § 704(b), that the partnership 
arrangement may be used to supersede the “carried interest” and “net profits” transactions 
in the development of oil and yas properties. Jackson, Contributions to Partnership 
Capital of Property Other Than Money, 1955 So. Caur. Tax Inst. 191, 213-220. 


81 See text p. 537 supra, 
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ners.8* The new Code adopts the entity approach by providing as a general 
rule that depreciation, depletion, or gain or loss with respect to contributed 
property shall be determined as if the property had been purchased by the 
partnership.** There are two exceptions to this rule: (1) where the partner- 
ship agreement provides for sharing depreciation and gain or loss so as to 
take account of the difference in the basis of the property and its fair market 
value at the time of contribution; 8* and (2) where all the partners con- 
tribute property in which they hold undivided interests which are identical 
to their interests in partnership capital and profits.® 

General Rule (Entity Theory). Under the general rule, which applies 
the entity theory, depreciation, depletion, or gain or loss with respect to 
contributed property is allocated in accordance with the regular profit and 
loss ratio. As will be noted by later illustration, the tax results under the 
general rule with respect to a particular transaction affecting contributed 
property have little or no relationship to the actual legal and accounting 
consequences to the partners under their partnership agreement. In a com- 
plete cycle from formation to liquidation, however, the general rule does 
produce the same net result, but the variations in the results at any particular 
stage are most significant. 

Allocation by Partnership Agreement (Ceiling Method). The provision 
in section 704(b)(2) for recognition of the partnership agreement with re- 
spect to the allocation of depreciation, or gain or loss relating to contributed 
property does not go the entire length of giving full effect to the legal and 
accounting consequences of the partnership relation but comes much closer 
than the general rule. By adopting the so-called “ceiling” approach, the 
allocation of depreciation, depletion, or gain or loss by partnership agree- 


82 Since the book value at which the property is accepted under the partnership 
agreement generally differs from its basis, there will be a material difference between 
the partnership income determined in accordance with the partnership accounts and 
partnership income as determined for tax purposes. This will be illustrated by the 
examples which follow in the text. This presents some nice questions as to allocation. 
To this writer, an equitable result requires that the tax consequences to the non- 
contributing partner should be determined in accordance with the partnership accounts, 
with an off-setting allocation of income or loss to the contributing partner to square 
with the net tax position of the partnership. This method is referred to as the “credited 
value” or partnership accounting method. There are two other methods: the ceiling 
method which is a variation of the partnership accounting method, and the pro rata 
method which is actually a strict application of the entity concept. There is an 
illuminating discussion of these various methods in: AMERICAN Bar AssociATION SECTION 
or TaxATION, SYMPOSIUM ON “TAXATION OF PARTNERSHIPS,” (September 6, 1949). There 
have been no court decisions directly bearing on this problem and the Service in its 
only ruling employed inconsistent theories by illustrating both the partnership accounting 
and ceiling methods. G.C.M. 10092, XI-1 Cum. Buti. 114 (1932). The former regula- 
tions were ambiguous, but tended to support the pro rata method. U.S. Treas. Reg. 
118, § 113(a)(13)-1 (1953). 

83 INT. Rev. Cope or 1954, § 704(c) (1). 

841d. § 704(c) (2). 


85 Jd. § 704(c) (3). 
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ment is limited by the partnership basis.8° For proper comparison of the 
methods recognized by the statute, it is desirable to use a specific illustra- i 
tion. j 
Illustration of Different Methods. Assume that A and B form an equal 
partnership. A contributes cash of $10,000; B contributes machinery having i 
a fair market value of $10,000, a basis of $4,000, and an estimated useful life q 
of ten years. Immediately after the formation of the partnership the partner- 
ship accounts and the basis of the partners’ interests will appear as follows: | 
{ 

{ 









Basis of Partners’ 
AB Partnership—Balance Sheet Interests in the 








(Upon Formation) Partnership 
Assets Partners’ Capital 
Cash $10,000 | A’s capital $10,000 A—$10,000 4 
Machinery a 
(Basis of $4,000) $10,000 | B’s capital $10,000 B—$ 4,000 


$20,000 $20,000 ’ 






































(1) First year’s operation. Assume that after one year’s operation, the 
partnership realizes net earnings of $1,000 in cash before depreciation. On 
the basis of book value, depreciation upon the machinery at the rate of ten 
per cent per year would amount to $1,000 and would place the partnership 
in a break-even position with no change in the partners’ respective capital 
accounts. But for tax purposes, depreciation would be limited to $400 (ten 
per cent of $4,000), leaving a taxable gain of $600. Under the general rule 
this sum would be allocated equaliy between A and B. By specific provision 
in the partnership agreement, however, the parties may agree that for tax a 
purposes net income prior to depreciation shall be shared equally and that 
allowable depreciation upon the contributed property shall be allocated to 
the non-contributing partner. By allocating the allowable depreciation en- 

tirely to A, the non-contributing partner, the effect would be to divide the 

net taxable income $100 to A and $500 to B. The gain attributable to each 

member, under either method, increases the basis of his interest in the part- 

nership. The partnership accounts and the allocation of income upon the 

completion of the first year’s operation would appear as follows: 









86 The ceiling method is not expressly set forth in the new Code, but the illustra- 
tions employed in the committee report indicate that this was the intent. S. Rep. No. 
1622, supra note 76, at 381-382. The proposed regulations adopt this interpretation. Pro- 
posed Regs., § 1.704-1(c) (2) (i), 20 Fep. Ree. 5858 (1955). 
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AB Partnership—Balance Sheet 
(At End of First Year’s Operation) 





Assets Partners’ Capital 
Cash $11,000 A’s capital $10,000 


Machinery 
(Basis of $3,600) 9,000 B’s capital 10,000 


$20,000 $20,000 





Determination of Partnership Income 





For Tax 

Per Books Purposes 
Net profit before depreciation $1,000 $1,000 
Less: depreciation 1,000 400 





Net gain for year $—0O—  $ 600 





(a) Allocation of Taxable Income—General Rule (Pro Rata) 





Taxable Basis of Partnership Interest 
Partner Income Initial Basis After One Year 
A (50%) $300 $10,000 $10,300 
B (50%) 300 $ 4,000 $ 4,300 


$600 


(b) Allocation of Taxable Income—Partnership Agreement 
(Ceiling Method) 





Determination of Partner’s Income 
Income Prior 
to 
Deprecia- Net Basis of Partnership Interests 
Partner tion Depreciation Income Initial Basis After One Year 
A $500 $400 $100 $10,000 $10,100 


B 500 —Q— 500 4,000 4,500 


$1000 $400 $600 


(2) Sale of the Contributed Property. Assume that immediately follow- 
ing the conclusion of one year’s operation, the partnership sells the con- 
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tributed property for $9,000, its depreciated book value. The partnership 
would show no gain or loss upon its books, but for tax purposes there would 
be a recognized gain of $5,400 ($9,000—$3,600). Under the general rule 
this gain would be allocated equally between A and B. But by agreement 
the partners may provide that any pre-contribution increment in value 
realized upon sale shall be allocated to the contributing partner. On this 
basis, the entire gain would be allocated to B. Following this transaction, the 
partnership accounts and the allocation of gain under the respective methods 
would appear as follows: 


























ries chat i ean nr wr ose 


Ses siiatene res 


enahictensi trees oP» 


AB Partnership—Balance Sheet 





(After sale of machinery) q 

Assets Partners’ Capital ' 

Cash $20,000 A’s capital $10,000 { 
B’s capital 10,000 





$20,000 











Determination of Gain on Sale of Machinery 





Sa schasaduberomicdiaaddeneefodenl sumac toe 


For Tax 
Per Books Purposes 
Selling Price $9,000 $9,000 } 
Less: Cost or basis 9,000 3,600 




















Net gain $—O— $5,400 
(a) Allocation of Gain—General Rule (Pro-Rata) 
Taxable Basis of Partnership Interest 
Partner Gain Prior to Sale After Sale 
A $2,700 $10,300 $13,000 























B 





$2,700 $ 4,300 $ 7,000 





(b) Allocation of Gain—Partnership Agreement (Ceiling Method) 





Taxable Basis of Partnership Interest 
Partner Gain Prior to Sale After Sale 
A $-O- $10,100 $10,100 














B $5,400 $ 4,500 








9, 






(3) Liquidation of the Partnership. At this point assume that the part- 
nership is liquidated. In that event, each partner would receive $10,000 in 


554 THE INTERNAL REVENUE CODE OF 1954 [Vo1. 1955 


cash and the capital gain or loss to each would be determined under section 
731 with respect to the basis of his interest in the partnership. The results, 
depending upon the method of allocating partnership income, are tabulated 


as follows: 
Determination of Gain Upon Liquidation 





(a) General Rule (Pro-rata) 
Amount Basis of Taxable Gain 
Partner Received Interest or (Loss) 
A $13,000 


B $ 7,000 


(b) Partnership Agreement (Ceiling Method) 
A $10,000 $10,100 





B $10,000 $ 9,900 


(4) Summary of Results. In this series of transactions, the operation of 
the partnership has merely resulted in the realization of the $6,000 apprecia- 
tion in the value of the machinery which occurred prior to the formation 
of the partnership. Obviously, this gain in its entirety should be taxed to B, 
the contributing partner. By summarizing, we find that this is the over-all 
result of the application of either rule. However, the results at any par- 
ticular step in the course of realizing this increment vary so materially, de- 
pending upon the method employed, as to warrant the careful consideration 
of the parties at the time the partnership is formed. 


Allocation of 
Gain or (Loss) Nature of Gain 
(a) General Rule (Pro-rata) ToA ToB or Loss 
(1) First year’s operation $ 300 $ 300 Ordinary 
(2) Sale of machinery 2,700 2,700 Capital 
(3) Liquidation of partnership (3,000) 3,000 Capital 


Net gain or (loss) $ -0- $6,000 


(b) Partnership Agreement (Ceiling Method) 
(1) First year’s operation $ 100 $ 500 Ordinary 
(2) Sale of machinery —0- 5,400 Capital 
(3) Liquidation of partnership (100) 100 Capital 


Net gain or (loss) $ -0- $6,000 
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As previously indicated, the new Code does not authorize the applica- 
tion of the partnership accounting method. If this method were employed, 
the non-contributing partner would always be taxed upon his share of part- 
nership income or loss as determined in accordance with the partnership 
accounts. This would have the effect of allocating, at each and every stage, 
all pre-contribution gain or loss to the contributing partner and of divid- 
ing any post-contribution gain or loss in accordance with the partnership 
accounts. The result which would be obtained in the above case, is tabu- 
lated in the following summary for comparison: 


Allocation of 
Gain or (Loss) Nature of Gain 
(c) Partnership Accounting Method ToA ToB or Loss 
(1) First year’s operation $ -O- $ 600 Ordinary 
(2) Sale of machinery —0- 5,400 Capital 
(3) Liquidation of partnership —0- -0- 





Net gain or (loss) $ -0- $6,000 





Contribution of Property Held in Co-Ownership. If all the partners 
contribute property in which they hold undivided interests that are 
identical to their interests in partnership capital and profits, section 704 
(c)(3) provides a special rule. If the partnership agreement does not 
provide otherwise, depreciation, depletion, and gain or loss shall be de- 
termined by each partner as if there were no partnership. This provision 
applies not only where the co-owners intentionally form a partnership, 
but also where the co-ownership property is inadvertently operated in 
such a manner as to constitute a partnership.§* This rule follows the 
strict aggregate theory. It would seem to be of particular practical benefit 
where the basis of the partners’ respective interests in the property are 
disproportionate.*® 

Section 704(c)(3) applies only as long as the respective interests of 
the partners in the partnership capital and profits correspond to their 
interests in the co-ownership property. If their proportionate interests 
in the partnership should change, this provision would no longer apply. 
However, by special agreement under section 704(c)(2), the partners 
could provide that depreciation, gain or loss shall continue to be allocated 
in the same manner as prior to contribution.*® 


87S, Rep. No. 1622, supra note 76, at 379; Proposed Regs., § 1.704-1(c) (3) (i), 20 
Fep. Rec. 5858 (1955). 

88S, Rep. No. 1622, supra note 76, at 382-383. 

89 Proposed Regs., § 1.704-1(c) (3) (i), Example (2), 20 Feo. Rec. 5858 (1955). 
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Limitation Upon the Deduction of Partnership Losses 


The new Code imposes a limitation upon the allowance of partner- 
ship losses by providing in section 704(d) that “a partner’s distributive 
share of partnership loss (including capital loss) shall be allowed only to 
the extent of the adjusted basis of such partner’s interest in the partner- 
ship at the end of the partnership year in which such loss occurred.” It 
is further provided that any partnership loss in excess of a partner’s basis 
“shall be allowed as a deduction at the end of the partnership year in 
which such excess is repaid to the partnership.” This limitation is new. 
The 1939 Code provided, without limitation, that “in computing net 
income of each partner, he shall include, whether or not distribution is 
made to him . . . his distributive share of the ordinary net income or the 
ordinary net loss of the partnership. . . .” 

Before turning to the provisions relating to partnership losses, it 
should be noted that there has been no change relative to the accounting 
for partnership profits. Both Codes, regardless of a partner’s established 
method of reporting his other income, impose upon a partner the accrual 
method of accounting for his share of partnership income.®*! 

With respect to partnership losses and irrespective of the partnership 
method of accounting, if a partner’s share of the loss exceeds the basis of 
his interest in the partnership, the excess will have been financed by funds 
provided either by the other partners or by creditors. With one exception 
noted later, he is personally liable for a contribution to the restoration 
of partnership capital. In either case, under the 1939 Code, his portion of 
the loss was deductible in full. Under the 1954 Code, if the loss has been 
financed by the other partners, no deduction may be taken until the excess 
is repaid either by a direct contribution of additional capital or by 
restoration of the excess loss from his share of subsequent partnership 
earnings. On the other hand, if the loss has been financed through capital 
advanced by creditors, the loss will be deductible in full since the basis 
of each partner’s interest in the partnership is adjusted in accordance with 
section 752(a) for his share of partnership liabilities. 

To illustrate: Assume that A and B form an equal partnership and 
A provides all the capital. It is agreed that gains and losses shall be shared 
equally. The initial basis of B’s interest in the partnership is zero. During 
the first year, the partnership suffers a loss of $2,000 which is financed 


% Int. Rev. Code of 1939, § 182(c). 

%1 Compare Int. Rev. Code of 1939, § 182, with Int. Rev. Cope or 1954, § 702. A 
partner is taxable upon his share of partnership earnings even though he has agreed in 
advance under the articles of co-partnership not to withdraw his share for a given 
period of time. O.D. 187, 1 Cum. Buti. 174 (1919). In the case of a partner on the 
cash basis, to tax him upon his distributive share of income which is subject to a 
restriction upon withdrawal is contrary to the principles of constructive receipt. U.S. 
Treas. Reg. 118, § 39.42-2 (1953). 
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entirely by the funds contributed by A. Since losses are shared equally, 
B’s portion is $1,000 and he is obligated to contribute that sum to the 
restoration of partnership capital. Under the 1939 Code, B was permitted 
to deduct his portion of the loss in full. The allowance of the deduction 
in full can be justified under either the cash or accrual methods of ac- 
counting. Under the cash method, B’s portion of the loss represents ex- 
penses which were paid by A for his account. In effect, B has borrowed 
$1,000 from A with which to pay his share of the expenses incurred in 
operating the partnership business at a loss. On the cash basis, a taxpayer 
is entitled to deduct expenses which have been paid even though he has 
not repaid the loan which provided the funds with which to defray them.” 
Under the accrual method, B has incurred a liability with respect to his 
share of the loss and that is sufficient to sustain the deduction. Under 
the new Code, no deduction can be taken until B’s portion of the loss has 
been repaid to the partnership. 

To illustrate the situation where creditors finance the operating loss, 
assume that the partnership obtained a $2,000 bank loan which was still 
outstanding at the end of the year. Under the 1939 Code, B’s share of the 
loss clearly would be deductible. Under the 1954 Code, the loss will also 
be deductible inasmuch as the basis of B’s interest in the partnership at 
the year end will be increased by $1,000, his share of the partnership 
liabilities, in accordance with the provisions of section 752(a). 

It has been suggested that section 752(a) should be construed to 
apply to the personal liability incurred by a partner for contribution of 
additional capital with respect to his share of partnership losses. Although 
this result is desirable, it appears that the language of the statute precludes 
this interpretation since section 752(a) provides for the adjustment of 
basis of a partner’s interest only with respect to his share of liabilities 
of the partnership. A statutory amendment probably will be required. 
To avoid an erroneous result, it will be necessary to provide that a 
partner’s basis shall be increased by his personal liability to the partner- 
ship only to the extent that the amount of his personal liability to the 
partnership exceeds his share of partnership liabilities.® 


92 McAdams v. Comm’r, 198 F.2d 54 (5th Cir. 1952). This principle recently has 
been applied to sustain the deduction by a cash basis partner of his share of a partner- 
ship loss. Haley v. Comm’r, 203 F.2d 815 (5th Cir. 1953). 

%3In the preceding illustration, where the partnership borrowed $2,000 to finance 
the $2,000 loss, B would share one-half the partnership liability, or $1,000. As between 
B and A, B would be obligated to discharge his share of the liability by contributing 
$1,000 to the partnership capital. Consequently, to allow B to adjust the basis of his 
interest for both his share of the partnership liability and his obligation to the partner- 
ship would result in duplication. The theory underlying the adjustment of bases under 
§ 752(a) for a partner’s share of liabilities of the partnership is that he has, in effect, 
borrowed that sum from outsiders and has contributed those funds to the partnership 
capital. To that extent then, he has met his obligation to A to contribute additional 
capital and, in this case, he has met that obligation in full. But suppose the partnership 
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There is an exceptional situation to be noted where a partner’s share 
of partnership losses may exceed the basis of his interest in the partner- 
ship but he will not be subject to personal liability to the partnership. 
This may occur where a partner contributes low basis, high value property 
upon formation of the partnership. Assume that A and B form an equal 
partnership. A contributes $10,000 cash and B contributes land to be used 
in the business which has a basis of $1,000 and a fair market value of 
$10,000. The first year’s operation results in a net loss of $5,000 which 
is financed entirely by partnership funds. The partners’ respective shares 
of the loss are $2,500 and the capital accounts of neither partner have 
been wholly impaired. Under the 1939 Code, B would be entitled to 
deduct the entire $2,500. However, he has only sustained a loss of $1,000. 
Under neither the cash nor the accrual method is there any justification 
for a greater deduction.** Section 704(d) of the 1954 Code, whether in 
its present form or amended as suggested above, would provide the pref- 
erable result by limiting B’s deduction to $1,000, the basis of his interest 
in the partnership. 


TRANSACTIONS BETWEEN A PARTNER AND 
THE PARTNERSHIP 


Adoption of the Entity Concept 


In the past, transactions between a partner (acting in a capacity 


other than as a partner) and his partnership involving the sale of property 
or the rendition of services have proved particularly troublesome. The 
difficulty has arisen in choosing between the entity and the aggregate 
concepts, and on this point the courts have been in hopeless conflict.% 
The new Code resolves this problem by adopting the entity concept. 
Section 707(a) provides that “if a partner engages in a transaction with 


had borrowed only $500 and had applied $1,500 of its own funds to finance the $2,000 
loss. As between B and A, B would still be obligated to contribute $1,000 additional 
capital to the partnership. However, to the extent of $250, his share of partnership 
liabilities, he has met that obligation and the basis of his partnership interest will be 
adjusted accordingly under § 752(a). Consequently, an additional adjustment to his 
partnership basis should be limited to $750, the excess of his personal liability to the 
partnership over his share of partnership liabilities. 

°4 Under either method of accounting, B has a tax investment of only $1,000 in 
the partnership. Under the circumstances, he has incurred no liabilities either to third 
parties or to A, his partner. If he should lose his entire investment in the partnership, 
he would suffer a loss of only $1,000, the basis (tax cost) of the property contributed. 

% Under the aggregate concept, a partner would not be deemed to realize gain 
with respect to his dealings with the partnership to the extent of his interest therein, 
since, in effect, he would be dealing with himself. Under the entity concept, the 
transaction would be treated as if consummated between strangers and partnership gain 
or loss allocated accordingly. Compare Benjamin v. Hoey, 139 F.2d 945 (2d Cir. 1944) 
(aggregate concept), with Wegener v. Comm’r, 119 F.2d 49 (5th Cir. 1941) (entity con- 
cept). 
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a partnership other than in his capacity as a member of such partnership, 
the transaction shall, except as otherwise provided in the section, be con- 
sidered as occurring between the partnership and one who is not a partner.” 
In other words, the transaction will be treated as if it were consummated 
with an outsider. 

To avoid any question as to the status of a partner in the consum- 
mation of a transaction with his partnership, it is important that the parties 
carefully formalize and document the transaction. This is particularly 
desirable in the case of a sale of property. By failing to do so, the parties 
assume the risk that the consideration moving between the partner and the 
partnership may be treated, on the one hand, as an additional capital 
contribution by the partner to the partnership and, on the other, as a 
current distribution by the partnership to the partner with possible con- 
comitant complications.®* 


Limitations Upon the Entity Concept 


Consistent with the policy reflected in other Code provisions, two 
limitations are imposed upon the entity concept with respect to trans- 
actions between a partner and his partnership. The first relates to the 
allowance of losses upon the sale or exchange of property between a 
partner and his partnership. If a partner owns directly or indirectly more 
than a fifty per cent interest in capital or profits of the partnership, the 
loss will not be allowed. The same rule applies to disallow a loss in the 


case of a sale or exchange of property between two partnerships in which 
the same partner owns more than a fifty per cent interest. 

The second limitation relates to the character of the gain with respect 
to the sale of property which, in the hands of the transferee, is other than 
a capital asset. Section 707(b)(2) provides that if a partner owns more 
than an eighty per cent interest in the capital or profits of the partnership, 
the gain shall be taxed as ordinary income. The same rule applies with 
respect to the gain upon a sale between two partnerships in which the 


%6 The problems particularly to be avoided are those relating to contributions in 
kind by a partner to a partnership and distributions in kind by the partnership to a 
partner. Doubt as to the nature of a transaction between a partner and his partnership 
is more likely to arise where the sale occurs in close sequence to the formation of 
the partnership. These questions are not limited to partnership situations, however. 
Similar problems arise in the case of a sale of property by a shareholder to his corpora- 
tion. E.g., Sun Properties v. United States, 220 F.2d 171 (Sth Cir. 1955) (sale of property 
to corporation by shareholder recognized to give corporation a stepped-up basis as 
against contention that transaction should be treated as a contribution of capital with 
a carry-over of shareholder’s basis); Sheldon Tauber, 24 T.C. No. 24 (1955) (Com- 
missioner failed in his attempt to establish that payments made by corporation for 
property sold to it by shareholders constituted a distribution of taxable dividends). 

TInt, Rev. Cone or 1954, § 707(b)(1). This provision applies the same rule to 
losses in partner-partnership transactions as is applicable in the case of shareholder- 
corporation transactions under § 267. 
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same partner holds more than an eighty per cent interest. This provision 
is comparable to section 1239 which imposes ordinary income conse- 
quences with respect to the sale of depreciable property between a husband 
and wife or an individual and his controlled corporation. But section 
707(b)(2) is much broader in that it is not limited to depreciable property 
but is applicable to any property which is not a capital asset as determined 
by its character in the hands of the purchaser.®® 

In determining ownership under the foregoing provisions, section 
707(b)(3) provides that the rules of constructive ownership under section 
267(c), other than paragraph (3), shall be applicable. This is particularly 
important in the case of a partnership between family members, as for 
example a father and son partnership. In that case, losses and gains with 
respect to sales and exchanges between the partners and the partnership 
will invariably fall within the scope of the foregoing limitations. It should 
be added that as to disallowed losses the relief provisions of section 267 (d) 
are applicable so that the loss may be recouped by the transferee partner 
or partnership against any gain realized upon a subsequent sale.®® 


“Guaranteed Payments” (Salary or Interest Payments) 


The preceding discussion relates to transactions in which a partner 
deals with the partnership in the same manner as an outsider—that is, 
where the transaction is not dependent upon the partner’s status as a 
partner. The entity concept is extended even further by section 707(c) 
and is applied to salary for services and interest for use of capital paid 
by the partnership to a partner “without regard to the income of the 
partnership.” 1° These payments are treated as if made to one not a 
partner, but only for the purposes of determining the gross income of the 
recipient under section 61(a) and the business expense deductions of the 
partnership under section 162(a). This limitation upon the application 
of the entity concept is important for it precludes the treatment of salary 
payments to a partner as “salary” for any other purpose, such as with- 
holding, social security, or the sick-pay exemption under section 105(d).1 


°8For example, consider the situation where a partner holds unimproved real 
estate as a capital asset. He sells the property to a partnership in which he holds more 
than an eighty per cent interest. The real estate is to be used by the partnership in its 
trade or business. The gain will be taxed as ordinary income under § 707(b)(2). If 
the same property had been sold for the same purpose to a corporation in which the 
taxpayer held more than an eighty per cent interest, the gain would have been taxed 
as capital gain under § 1239 since it is not depreciable property. 

INT. Rev. Cope or 1954, § 707(b) (1). 

100“To the extent determined without regard to the income of the partnership, 
payments to a partner for services or the use of capital shall be considered as made 
to one who is not a member of the partnership, but only for the purposes of section 
61(a) (relating to gross income) and section 162(a) (relating to trade or business ex- 
penses).” Int. Rev. Cope or 1954, § 707(c). 

101 Proposed Regs., § 1.707-1(c), 20 Fep. Rec. 5865 (1955). 
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Subject to the limitations of section 162(a), salary and interest payments 
are deductible by the partnership in the year paid or accrued in accordance 
with its established accounting method. Conversely, the interest or salary 
items are includible in the recipient’s return as ordinary income for the 
same taxable year of the partnership ending within or with his taxable 
year, 10? 

The general effect of the new provisions is illustrated in the footnote 
by considering two examples: (1) where the ordinary income of the 
partnership is sufficient to cover the partner’s salary; and (2) where the 
earnings are insufficient.’ It is also important to note that a provision 


102 Int. Rev. Cope or 1954, § 706(a). Section 707(c) is couched in terms of “pay- 
ments to a partner for services or the use of capital” and, standing alone, leaves some 
doubt as to whether actual payment is required as a condition precedent to deduction 
by the partnership and inclusion of the amount in the recipient partner’s gross income. 
Ambiguity on this point seems to have been resolved by the Senate Finance Committee 
Report wherein it is stated: “The provision [§ 706(a)] has been amended by your 
committee by including a reference to section 707(c), in order to make clear that pay- 
ments made to a partner for services or for the use of capital are includible in his 
income at the same time as his distributive share of partnership income for the partner- 
ship year when the payments are made or accrued, namely, in the taxable year of the 
partner with or within which the partnership year ends.” S. Rep. No. 1622, supra note 
76, at 385. The proposed regulations have adopted this view. Proposed Regs., § 
1.707-1(c), 20 Fep. Ree. 5865 (1955). 

103 Assume that A and B form an equal partnership and provide that A shall be 
allowed a fixed annual salary of $5,000 irrespective of the amount of partnership in- 
come. During the first year, the earnings are $10,000; in the second, they are $2,000. 
The following tabulation illustrates the tax results in each case: 

First Second 
Year Year 
Determination of partnership income: 
Income prior to A’s salary $ 2,000 
Deduct: A’s salary 5,000 
Partnership net income (loss) $ (3,000) 


Determination of partners’ income: 
A’s income: 
$ 5,000 
(1,500) 


$ 3,500 
B’s income: 
50% of net partnership income (loss) $(1,500 


Combined income of the partners $ 2,000 


As the above figures indicate, where a partner’s salary creates a net loss for the year, 
the loss is shared by both the salaried and non-salaried partners. For the salaried 
partner, his share of the loss, to that extent, off-sets his salary which is taxable as ordinary 
income. 
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for payment of a salary to a partner may serve to convert capital gain 
into ordinary income or create taxable income where the income of the 
partnership is exempt from tax.! 

An interesting question arises as to whether section 707(c) is appli- 
cable in cases where a partner is guaranteed a minimum salary. Assume 
that A and B form a partnership and it is agreed that A is to receive fifty 
per cent of the partnership profits, but in no event less than $5,000. If 
the partnership has income of $10,000 or more, should any portion of A’s 
share be treated as a “guaranteed payment” under section 707(c)? Or 
suppose the partnership profits are $6,000 and A’s share ($3,000) is in- 
sufficient to meet the minimum guaranteed salary. Should the total $5,000 
allowed to him be treated as a guaranteed payment, or only the difference 
between his portion of the profits and his guaranteed minimum? The 
statute does not provide the answer and the congressional materials are 
inconsistent.!° The proposed regulations adopt the view that the pay- 


104 Assume that the equal partnership formed by A and B has capital gains of 
$10,000 during the year and no gain or loss with respect to its regular operations. If A 
is to receive a salary of $5,000, the tax consequences may be illustrated as follows: 


Capital Ordinary 
Gains Income 
Determination of partnership income: 
Partnership income prior to allowance of A’s 
WORNE Yo ois cies oo eG arian tions 9's wore ee oot $10,000 $ -0- 
Deduct: A’s salary 5,000 
Net partnership income (loss) ($5,000) 


Determination of partners’ income: 
A’s Income: 
50% of partnership capital gain 
A’s salary $5,000 
50% of partnership ordinary loss............ ( 2,500) 


$2,500 


B’s Income: 
50% of partnership capital gain 
50% of partnership ordinary loss ($2,500) 


($2,500) 


105Jn its report the Senate Finance Committee stated: “A partner who is guar- 
anteed a minimum annual amount for his services shall be treated as receiving a fixed 
payment in that amount.” S. Rep. No. 1622, supra note 76, at 387. Compare with that the 
following observation: “Where a minimum payment is guaranteed but the maximum 
depends on the net earnings of the partnership, it will be necessary to examine the intent 
of the partners in determining whether or not payments made under such an arrangement 
constitute salary.” STAFF oF THE JoINT COMMITTEE ON INTERNAL REVENUE TAXATION, 
SUMMARY OF THE NEW PROVISIONS OF THE INTERNAL REVENUE Cope oF 1954 91 (1955). 
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ments to the recipient partner shall be considered guaranteed payments 
only to the extent of the deficiency in his share of the profits.1°° This is 
of considerable practical importance where the partnership income consists 
of substantial amounts of capital gain. The interpretation adopted by the 
regulations reduces the possibility that capital gain or exempt income will 
be converted into ordinary income. 


Payment of an Unreasonable Salary to a Partner 


The provisions in section 707(c) raise a nice question with respect 
to the payment of an unreasonable salary to a partner. Assume that A 
furnishes all the capital of the AB partnership and his capital account is 
credited for the full amount of his contribution. The partnership agree- 
ment provides that B shall manage the business and shall receive a guaranteed 
salary of $30,000 after which the profits are to be equally divided. Will 
this arrangement be recognized, assuming that the $30,000 salary allowance 
for B is clearly unreasonable? 

As previously noted, the statute provides that guaranteed salary pay- 
ments are to be treated as if made to one who is not a partner, but only 
for the purpose of determining gross income of the recipient under section 
61(a) and deductions of the partnership under section 162(a). With 
respect to B, the $30,000 payment is received as compensation for services 
pursuant to the terms of the partnership agreement and he will be taxed 
thereon as ordinary income within the provisions of section 61(a). But 


the partnership, under the provisions of section 162(a), may only deduct 


’ 


“a reasonable allowance for salaries.” Assume that $10,000 is a reasonable 
salary allowance for B and that the partnership earnings total $40,000 prior 
to the deduction of B’s salary. On this basis, there will be net partnership 
earnings of $30,000 to be divided equally between A and B. Thus, A will 
be taxed upon $15,000 and B will be taxed upon total income of $45,000. 
The effect of the entity concept in this case is to increase the total taxable 
income of the partners by $20,000, the amount by which B’s salary is de- 
termined to be unreasonable.’°* The decisions clearly sustain this result 
under the entity concept incorporated in section 707(c).! 


106 Proposed Regs., § 1.707-1(c), Example (3), 20 Fen. Rec. 5865 (1955). 

107 This increase in taxable income will be reflected as an increase in the basis of 
the partners’ interests in the partnership. In the illustration, the partnership books 
would show an increase of $5,000 in each of the partner’s capital accounts. Their dis- 
tributive shares of partnership income, on the other hand, totalled $15,000 and would 
result in a corresponding increase in the basis of their partnership interests under § 705. 
An off-setting loss would be incurred upon sale or liquidation. 

108 The cases relating to unreasonable salary payments sustain the taxability of the 
full amount received by the payee regardless of the deduction allowed to the payor. 
Smith v. Manning, 189 F.2d 345 (3d Cir. 1951). In the Sith case, a father employed 
his two daughters in his business and paid them salaries which were determined to be 
unreasonable. The daughters had reported the full amounts in their tax returns. After 
the father had paid a deficiency with respect to the disallowances, the daughters filed 
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CURRENT DISTRIBUTIONS TO THE PARTNERS 


As a general rule, neither the partnership nor the partners realize gain 
or loss with respect to current (non-liquidating) distributions of cash or 
other property.!°® This rule and the corollary provision for non-recog- 
nition of gain or loss upon the contribution of property to the partnership 
implement the policy of the statute to impose no deterrent to the transfer 
of property in or out of a partnership as business reasons dictate.''? There 
are two exceptions to the general rule: (1) where there is a distribution 
of cash in excess of the distributee’s basis in the partnership; and (2) 
where there is a distribution which results in a sale or exchange between 
the partners of their interests in unrealized receivables or substantially 
appreciated inventory within the provisions of section 751(b). With 
respect to the provisions governing current distributions which are out- 
lined hereafter, a partnership may elect to apply these rules to distributions 
made during taxable years beginning after December 31, 1953.1" 


Cash Distributions 


Current distributions by the partnership most commonly consist of 
cash withdrawals by the respective partners. Inasmuch as a partner is 
taxed upon his proportionate share of partnership earnings whether dis- 
tributed or not,!!2 his cash withdrawals do not constitute taxable income 
but serve only to reduce the basis of his interest in the partnership.1%® 
Taxable gain will be recognized, however, in the event the partner’s cash 
drawings exceed the basis of his interest in the partnership. The gain in 
that case will be taxed as capital gain, short-term or long-term depending 
upon the holding period of his partnership interest.1* 


claims for refund of their income taxes to the extent of the portions disallowed as a 
deduction to their father, on the ground that the excess amounts constituted gifts. In 
denying a refund, the court stated: “.... It is obvious, from a comparison of Section 
22(a) [now § 61(a)] and Section 23 [now § 162], that a determination of non-deducti- 
bility under the latter does not conclude the issue of gross income under the former. 
We all know that we have items of expense which, when paid, are includible in the 
payee’s gross income, but which are not deductible to us. . . . Accordingly, while 
amounts paid as compensation for services may be income in their entirety to the 
employee, they are not a fortiori entirely deductible by the employer. We think it 
clear, therefore, that the disallowance of the deductions claimed by Smith in the cir- 
cumstances related did not, without more, convert to gifts the excess paid to the 
plaintiffs.” Id. at 347-348. Accord, Stanley B. Wood, 6 T.C. 930 (1946). 

109 Int. Rev. Cope or 1954, § 731. A current or non-liquidating distribution means 
a distribution other than one in liquidation of a partner’s interest as defined in § 761(d). 


110S, Rep. No. 1622, supra note 76, at 96. 

111 Int. Rev. Cope or 1954, § 771(c). 

112 A partner’s distributive share of partnership earnings increases the basis of his 
interest in the partnership. Int. Rev. Cope or 1954, § 705. 

113 Td, § 733. 

114 The gain is treated as gain from the sale or exchange of a partnership interest. 
Id. § 731. 
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Since there is no closed transaction upon which to premise a loss, the 
statute provides that in no event will a loss be recognized with respect to 
current distributions.’!® It should be added that cash advances to partners 
in the nature of loans are not to be treated as current distributions unless 
the obligation to repay is subsequently cancelled.1!¢ 


Distributions in Kind and Determination of Basis 


Current distributions are not limited to cash but may include property 
distributed in kind. In that case, the basis of the partner’s interest in the 
partnership is reduced by the sum of the cash and the partnership basis 
of the other property,!!7 and the latter carries over to the distributee.'® 
This constitutes a change from the former Code provisions,'!® but is con- 
sistent with the general policy of the new Code to preserve the basis of 
property transferred in or out of the partnership during its existence. To 
illustrate: The basis of A’s interest in a partnership is $20,000. He receives 
a current distribution of $2,000 cash and an automobile having a partner- 
ship basis of $1,000. Result: (a) the basis of A’s interest in the partnership 
is reduced to $17,000; and (b) the auto takes a basis of $1,000 in A’s hands. 

In some cases the partnership basis of property distributed in kind 
may exceed the basis of the partner’s interest in the partnership reduced 
by a concurrent distribution of cash. At this point, the rule for carry-over 
of partnership basis is subject to the limitation that the basis of the distri- 
buted property may not exceed the basis of the partner’s interest in the 
partnership.1°° However, special rules are applicable in the allocation of 
basis. First, the partnership basis of unrealized receivables and inventory 
items carries over to the distributee. The balance of the distributee’s basis 
for his partnership interest is then allocated to other property in proportion 
to their respective partnership bases.!*1 

The provision for carry-over of partnership basis with respect to 
unrealized receivables and inventory items serves a two-fold function. 
On the one hand, it proscribes the conversion of ordinary income into 
capital gain through the allocation of additional basis to items which pro- 


"5 Jd, § 731(a) (2). 
46 Proposed Regs., § 1.731-1(c) (2), 20 Fep. Rec. 5867 (1955). 

UT Int. Rev. Cope or 1954, § 733. 

U8 Jd, § 732(a) (1). 

19 The 1939 Code provided for allocation of the basis of the partner’s partnership 
interest to the property received in kind. This allocation was made proportionately in 
accordance with the ratio of the fair market value of the property received to the fair 
market value of all partnership property. Int. Rev. Code of 1939, § 113(a) (13). 

120 Int. Rev. Cope or 1954, § 732(a) (2). 

121 Jd, § 732(c). If the partnership bases of unrealized receivables and substantially 
appreciated inventories exceed the basis of the distributee’s interest in the partnership, 
the latter is allocated to these items in proportion to their partnership bases and the 
other property takes a zero basis, 
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duce ordinary income.!*? On the other, it precludes a reduction in basis 
which would impose upon the distributee more ordinary income than 
is actually inherent in the item distributed. To illustrate: The basis of A’s 
partnership interest is $20,000. He receives a distribution of $8,000 cash, 
and the following items with partnership bases as indicated: inventory, 
$4,000; real estate, $8,000; and machinery, $2,000. Result: (a) the cash 
reduces the basis of the partnership interest to $12,000; (b) the inventory 
takes the partnership basis of $4,000, leaving a basis for the partnership 
interest of $8,000 which is allocated (c) eighty per cent to the real estate, 
$6,400, and (d) twenty per cent to the machinery, $1,600. 

As an exception to the general rule relating to the carry-over of 
partnership basis, a special rule is applicable in the case of a distribution 
of property in kind to a partner within two years after he requires his 
interest in the partnership.'* This provision is applicable where the part- 
nership has not elected under section 754 to adjust the basis of partnership 
property in accordance with section 743(b) to reflect the basis of the 
transferee partner’s interest in the partnership. This provision permits the 
transferee partner to obtain the benefit of an increased basis with respect 
to distributed property where the basis of his interest in the partnership 
acquired by purchase or inheritance exceeds the partnership basis. The 
distributee partner is permitted to make the same adjustment to basis as 
the partnership could have made under section 743(b) for his benefit. To 
prevent the shifting of basis from non-depreciable to depreciable property, 
this adjustment may be required by the Commissioner whether or not 
the distribution is made within two years if at the time of the acquisition 
of his interest the fair market value of all partnership property other than 
money exceeded 110 per cent of its adjusted basis to the partnership.'** 

Effect of Liabilities. Liabilities of the partnership and liabilities re- 
lating to property distributed must not be overlooked in determining the 
basis of property received in a distribution. The basis of the distributee’s 
interest in the partnership as of the date of distribution will reflect his 
share of partnership liabilities whether the computation is based on the 
detailed statutory formula or upon his proportionate share of partnership 
basis.!2> Upon a distribution, the distributee may receive property subject 
to a liability which he assumes. In that event, the basis of the distributee’s 
interest in the partnership is reduced by the partnership basis of the property 
distributed and is increased by the amount of partnership liabilities assumed 
by him.!*6 


122 These provisions implement the policy of the new Code to prevent avoidance 
of tax upon ordinary income inherent in non-capital assets of the partnership. 

123 Int. Rev. Cope or 1954, § 732(d). 

'24 For an illustration, see Proposed Regs., § 1.732-1(d) (3), 20 Fep. Rec. 5869 (1955). 

125 See discussion p. 570 infra. 

126 Int, Rev. Cove or 1954, §§ 732, 752(a). 
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Current Distribution as a Sale or Exchange Under Section 751(b) 


A difficult problem arises under the new Code with respect to the 
application of section 751(b) to current distributions.127 This section is 
designed to avoid the shifting between partners of their interests in 
partnership profits inherent in unrealized receivables and substantially ap- 
preciated inventory through disproportionate distributions. The statute 
provides that if a partner receives a distribution of unrealized receivables 
or substantially appreciated inventory in exchange for his interest in other 
partnership property, or vice versa, the transaction shall be treated as a 
sale or exchange between the distributee partner and the partnership.'”* 

In the operation of a partnership, a principal objective should be to 
avoid the consequences of section 751(b). To do this, the partners should 
consistently maintain their proportionate interests in capital and_ profits. 
Generally, this will pose no problem since withdrawals will normally be 
in cash and the policy with respect to partner withdrawals will square 
with the capital and profit and loss ratios. To prevent current cash draw- 
ings from falling into the net of section 751(b), it will be desirable for the 
partners to treat these amounts as advances or temporary loans rather than 
as unqualified distributions, pending final adjustment of accounts at the 
year end. 


Effect of Current Distributions Upon the Basis of Partnership Property 


As a general rule, a distribution by the partnership will not affect the 


basis of the remaining partnership property.'2® However, to prevent any 
loss of basis as a result of current distributions,!°° the new Code provides 
that the partnership may elect to increase the basis of its remaining property 
by the amount of any gain realized by the distributee and by the amount 
of the reduction in the basis of distributed property.'*! The election 
must be made in accordance with section 754, and the adjustments to basis 
must be allocated to the partnership property in accordance with the pro- 
visions of section 755.1318 


Disposition of Distributed Property 


With the exception of unrealized receivables and inventory items, 
the character of the gain or loss upon the subsequent disposition of 
distributed property will be determined by its character in the hands of 
the distributee partner at the time of the sale or exchange. With respect 


127 For a criticism, see Little, Partnership Distributions Under the Internal Revenue 
Code of 1954, 10 Tax L. Rev. 161, 335 (1955). 


128 This provision does not apply to distributions of property contributed by the 
distributee or to § 736(a) payments on liquidation. Int. Rev. Cope or 1954, § 751(b) (2). 


129 Int. Rev. Cope or 1954, § 734(a). 

130, Rep. No. 1622, supra note 76, at 393. 
131 Int. Rev. Cope or 1954, § 734(b) (1). 
1318 See note 159 infra. 
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to unrealized receivables, section 735(a) provides that any gain or loss 
realized by the distributee partner shall be treated as ordinary income or 
loss. The same treatment is prescribed for inventory items which are sold 
or exchanged within five years from the date of distribution. These pro- 
visions are applicable to partnership distributions made after March 9, 
1954,18* and implement the “collapsible partnership” provisions of section 
751 by assuring that income which would have been realized as ordinary 
income by the partnership will be taxed as such upon realization by the 
distributee partner. Section 735(b) provides for tacking the partnership 
holding period to that of the distributee partner, but this does not apply in 
determining the five-year period with respect to inventory items. 


PART Ill. SALE AND LIQUIDATION OF 
PARTNERSHIP INTERESTS 


SALE OF AN INTEREST IN A PARTNERSHIP 


Tax Consequences to the Selling Partner 


Nature of Gain or Loss. Under the 1939 Code, by application of the 
entity concept, it was firmly established that a partnership interest consti- 
tuted a capital asset.!** In fact, the entity concept was extended so far by 
some courts as to permit not only the conversion of the selling partner’s 
share of previously earned but unrealized ordinary income into capital 
gain,'** but also the conversion into capital gain of his share of ordinary 
income of the current partnership taxable year which had accrued to the 
date of sale.!*> Under these decisions, the entire proceeds upon the sale 
of a partnership interest were taxed as proceeds from the sale of a capital 
asset. 

Basically, the new Code retains the entity concept by treating the 


182 Id. § 771(b) (2). 

133 Long v. Comm’r, 173 F.2d 471 (5th Cir. 1949), cert. denied, 338 U.S. 818, 70 
Sup. Ct. 61 (1949); Comm’r v. Smith, 173 F.2d 470 (Sth Cir. 1949), cert. denied, 338 US. 
818, 70 Sup. Ct. 61 (1949). The Service, after consistently failing in its attempt to 
establish the aggregate concept, finally accepted the entity theory. G.C.M. 26379, 1950-1 
Cum. Butt. 58. The aggregate theory, if accepted by the courts, would have required 
an allocation of the selling price to the selling partner’s interest in the underlying assets 
to determine the character of the gain or loss as is required in the case of a sale of a 
proprietorship. See note 19 supra. 

134 Swiren v. Comm’r, 183 F.2d 656 (7th Cir. 1950) (law firm), cert. denied, 340 
US. 912, 71 Sup. Ce. 293 (1951). Contra, Trousdale v. Comm’r, 219 F.2d 563 (9th Cir. 
1955) (engineering firm); Helvering v. Smith, 90 F.2d 590 (2d Cir. 1937) (law firm); 
James Wesley McAfee, 9 T.C. 720 (1947) (law firm); G.C.M. 26379, 1950-1 Cum. 
Butt. 58. In each case, partnership income was reported on the cash receipts basis and 
at the time of sale there were substantial amounts of uncollected or unbilled fees. 

135 Meyer v. United States, 213 F.2d 278 (7th Cir. 1954). Contra, United States v. 
Snow, 223 F.2d 103 (9th Cir. 1955), cert. denied, 76 Sup. Ct. 64 (1955); Le Sage v. 
Comm’r, 173 F.2d 826 (5th Cir. 1949); George F. Johnson, 21 T.C. 733 (1954); Louis 
Karsch, 8 T.C. 1327 (1947). 
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sale or exchange of a partnership interest as the sale or exchange of a 
capital asset.18® However, to preclude the use of the “collapsible” part- 
nership as a tax avoidance device two important limitations are imposed 
upon this rule. First, the selling partner must account for his share of 
partnership income for the current partnership year to the date of sale. 
This is accomplished by providing that the taxable year of the partnership 
shall close with respect to a partner who sells his entire interest in a 
partnership.'** This requirement is applicable only with respect to partner- 
ship taxable years beginning after December 31, 1954.'8° His share of cur- 
rent income (or loss) accrued to the date of sale will be taken into account, 
of course, in adjusting the basis of his partnership interest to determine 
gain or loss upon the sale.®° Under the proposed regulations, it is not 
necessary to close the books to determine the selling partner’s share of 
accrued income (or loss) for the period to the date of the sale, if the seller 
and the purchaser elect to prorate the earnings for the year in which the 
sale occurs.!*° 

The second limitation imposed upon the entity concept is the require- 
ment in section 751(a) that the selling partner report as ordinary income 
any gain upon the sale which is attributable to his interest in (1) unrealized 
receivables, and (2) substantially appreciated inventory. This limitation 
is applicable with respect to the sale or exchange of a partnership interest 
occurring after March 9, 1954.14 The effect of the foregoing limitations 
is to modify the entity concept to reach the selling partner’s interest in 
non-capital gains. Thus, for the purpose of determining gain upon the 
sale of a partnership interest, we have a hybrid entity-aggregate concept. 
“Unrealized receivables” and “inventory items which have substantially 
appreciated in value” are technical terms added to the new Code which 
warrant particular attention. 


(1) Unrealized Receivables. Unrealized receivables are defined in 
section 751(c) to include “to the extent not previously includible in income 
under the method of accounting used by the partnership, any rights (con- 
tractual or otherwise) to payment for—(1) goods delivered, or to be 
delivered, to the extent the proceeds therefrom would be treated as amounts 
received from the sale or exchange of property other than a capital asset, 
or (2) services rendered or to be rendered.” The statutory definition 
clearly reaches the selling partner’s interest in uncollected and unbilled 
receivables of a cash basis partnership and uncollected installment accounts 


136 Int. Rev. Cope or 1954, § 741. 
187 Td, § 706(c) (2) (A) (i). 
138 Jd, § 771. 
139 Td. § 705. 
140 Proposed Regs., § 1.706-1(c) (2) (ii), 20 Fen. Rec. 5863-64 (1955); H. R. Rep. 
No. 2543, 83d Cong., 2d Sess. 60 (1954). 
141 INT, Rev. Cope or 1954, § 771(b) (3). 
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relating to goods sold to customers in the ordinary course of the partner- 
ship business. The term does not apply to receivables of a partnership 
reporting its income upon the accrual basis since these amounts will have 
been previously included in partnership taxable income. This provision 
does not apply to any amounts which qualify for capital gains treatment, 
such as proceeds from the sale of real and depreciable property used in a 
trade or business. 

It should be observed that the term “unrealized receivables” is not 
limited to closed transactions but is broader in scope and includes rights 
to payment for goods to be delivered and services to be rendered. This 
presents some difficulty inasmuch as the valuation of these rights should 
reflect estimated future costs of performing these contracts.'4? 

(2) Substantially Appreciated Inventory. A_ precise mathematical 
formula is provided for determining whether inventories have substantially 
appreciated in value. There are two tests and these are applicable to the 
inventories as an aggregate.’ The fair market value of the inventory 
must exceed 120 per cent of its basis (cost) to the partnership and must 
amount to more than ten per cent of the fair market value of all partnership 
property other than money. If these two tests are not met, it is not necessary 
to segregate as ordinary income the gain on the sale inherent in inventories 
held by the partnership. Inventory items are defined in section 751(d) (2) 
to include any property which would produce ordinary income upon 
sale or exchange either by the partnership or by the selling partner if the 
property were held directly by him. 

Basis and Holding Period. To ascertain the gain or loss upon the sale 
of a partnership interest, there must be a determination of basis as of the 
date of the sale. Several provisions of the new Code affect this determination 
and taken together they provide a precise formula.'** However, in many 


142 As a practical matter, this is not likely to cause a serious problem with respect 
to the sale of an interest in a partnership engaged in the mercantile or manufacturing 
business since the parties are not likely to place a valuation upon orders for future goods 
except in extraordinary cases. 

143 Proposed Regs., § 1.751-1(d) (1), 20 Fep. Rec. 5876 (1955). 

144 The following formula for computing basis is derived from §§ 705, 722 and 752: 

A. Amount of money and adjusted basis of property contributed to the partnership: 
Add: (1) Partner’s distributive share for prior and current years of— 
(a) partnership taxable income 
(b) partnership income exempt from tax 
(c) excess of partnership depletion deductions over basis of property 
subject to depletion. 
(2) Partner’s share of partnership liabilities as of the date of sale. 
Deduct: (1) Partner’s distributive share of— 
(a) partnership losses 
(b) partnership expenditures not deductible in computing taxable 
income and not properly chargeable to capital account. 
(2) Distributions by the partnership of cash or property. 
Result: Basis of partner’s interest at the date of sale. 
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cases, these detailed computations are unnecessary inasmuch as the basis 
of a partner’s interest will be his proportionate share of the adjusted basis 
of partnership property.'#® The statute authorizes the latter method in 
accordance with regulations. The proposed regulations recognize this 
method “where, from a consideration of all the facts, it is, in the opinion 
of the Commissioner, reasonable to conclude that the result produced will 
not vary substantially from the result obtainable under the general rule.” !*¢ 
As a practical matter, however, it is highly desirable that the partners 
obtain an annual statement of basis adjustments from their auditors or 
accountants and accumulate these data for future reference. 

The holding period of a partner’s interest in the partnership generally 
begins with the date of acquisition. If a partner contributed property in 
kind to the partnership, he will be permitted to tack the prior holding 
period of the property contributed.‘47 Where his contributions in kind 
consist of properties held for varying periods, apparently the longest holding 
period will govern the holding period of the partnership interest. In the 
case of acquisition of an interest by gift, the donee partner will be permitted 
to tack the holding period of his donor.*8 

Effect of Partnership Liabilities. As previously noted, the selling part- 
ner’s share of partnership liabilities enters into the determination of the 
basis of his interest in the partnership, either directly or indirectly. Liabili- 
ties of the partnership may also affect the amount realized upon the sale 
since the new Code incorporates the rule of Crane v. Commissioner with 
respect to the sale or exchange of a partnership interest.'*® If the purchaser 
assumes the selling partner’s share of partnership liabilities, the amount 
realized upon the sale will be increased accordingly in determining gain 
or loss.15° 


145 This will be the case where the partners’ initial contributions have consisted of 
money, or property having a basis equal to its credited value and where there have been 
no changes in membership through sale or death. 

146 Proposed Regs., § 1.705-1(b), 20 Fep. Rec. 5862 (1955). The examples illustrate 
adjustments necessary where a partnership interest was acquired by purchase. 

147 INT. Rev. Cope or 1954, §§ 722, 1223(1). 

148 Td, § 1223(2). 

149 331 U.S. 1, 67 Sup. Cr. 1047 (1947). In the Crane decision is was held that the 
amount of an outstanding mortgage upon property sold subject thereto was includible 
in the amount realized upon the sale. 

150 Int. Rev. Cope or 1954, § 752(d). 
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Illustration. To illustrate the operation of the foregoing rules consider 
the following example: 


KLM Partnership—Balance Sheet!*! 











Assets Liabilities and Capital 
Adjusted Fair Market Adjusted Fair Market 
Basis Value Basis Value 
Cash $ 10,000 §$ 10,000 Liabilities $ 10,000 $ 10,000 
Accounts Deferred gross 
receivable profit on 
(regular) 15,000 15,000 installment 
Installment sales 10,000 
accounts Capital: 
receivable 15,000 25,000 K (30%) 30,000 36,000 
Inventory 30,000 40,000 L (30%) 30,000 36,000 
Fixed assets 40,000 50,000 M (40%) 40,000 48,000 
$110,000 $140,000 $110,000 $140,000 











K, who holds a thirty per cent interest in the KLM partnership, sells his 
interest to R for a lump sum cash consideration of $42,000 and R agrees to 
assume K’s share of the partnership liabilities (30% of $10,000, or $3,000). 
Thus the amount realized by K upon the sale will total $45,000. It is assumed, 
as will generally be the case, that the basis of K’s interest in the partnership 
is equal to his proportionate share of the basis of partnership property, and 
that K has taken up his share of ordinary income of the partnership for the 
taxable year to the date of sale. Since the partnership assets consist of both 
unrealized receivables and substantially appreciated inventory, the proceeds 
of the sale will first be allocated to these items to the extent of K’s propor- 
tionate interest and gain will be determined by allocating a proportionate 
share of partnership basis. The balance of the proceeds will be allocated 
to the remaining partnership property and good will. In this case, K’s pro- 
portionate interest in the fair market value of the partnership property is 
$42,000 (30°% of $140,000). Since he has sold his interest for $45,000, the 
excess represents a payment for good will. As previously noted, the gain 


151 The partnership depicted here is one engaged in a mercantile business and sells 
on both a regular credit and installment basis. Gross profit on installment sales is 40% 
of selling price. The installment accounts receivable clearly constitute “unrealized re- 
ceivables,” but the regular accounts receivable do not since these amounts previously 
have been included in partnership income. The inventory has “appreciated substantially 
in value” within the provisions of § 751(d) (1) inasmuch as its fair market value exceeds 
120% of cost and amounts to more than 10% of the fair market value of all partnership 
property other than money. From an accounting standpoint, of course, the installment 
accounts receivable would be carried upon the books at their face value of $25,000 
rather than at tax cost or basis as shown in the illustration. 
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upon the sale of a partnership interest except for the amount attributable 
to unrealized receivables and substantially appreciated inventory is taxed as 
capital gain. The tax consequences of the sale may be summarized as fol- 





lows: 
Determination of Gain Upon the Sale of K’s Interest 
ts Allocations 
Amount Taxable Character 
Item of partnership property Realized Basis Gain of Gain 


(1) Unrealized receivables 
(Installment accounts) $ 7,500 $ 4,500 $3,000 Ordinary income 








(2) Substantially appreciated 
inventory 12,000 9,000 3,000 Ordinary income 





(3) Other partnership 
property: 1°? 


Cash 3,000 3,000 -0- 
Regular accounts 
receivable 4,500 4,500 -0- 
4 Fixed assets 15,000 12,000 3,000 Capital gain 
Good will 3,000 -0- 3,000 Capital gain 





25,500 19,500 6,000 





Total $45,000 $33,000 $12,000 








Tax Consequences To Remaining Partners 


; The first question to be confronted by the remaining partners is 
: whether the sale of a partnership interest closes the taxable year of the 
partnership for them as well as the selling partner. This depends upon 
: whether the partnership terminates as a consequence of the sale.* Section 
708(b)(1)(B) provides that a partnership shall not terminate unless “within 
a 12-month period there is a sale or exchange of 50 per cent or more of the 
total interest in partnership capital and profits.” 14 


152 Tt is not absolutely necessary to allocate the sale price and basis to the remaining 
items of partnership property. This computation could be made in the aggregate. How- 
ever, the parties will find it highly desirable to make these valuations and allocations to 
protect themselves with respect to basis adjustments and character of the gain or loss. 

158 Int. Rev. Cope or 1954, § 706(c). 

154 Apparently this is intended to apply only to sales to outsiders and not to sales 
to other members of the partnership. Section 708 is based upon § 761(e) of the House 
bill; however, the latter specifically applied only to sales “to persons who are not part- 
ners.” This phrase was omitted in the Senate amendments. The proposed regulations 
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Clearly the sale of an interest in an equal two-man partnership would 
serve to close the taxable year for both the selling and the remaining partner 
and would effect a distribution in liquidation to the remaining partner. If 
the sale were consummated with the remaining partner, the basis of the 
property held by the purchaser as a proprietor would be determined by an 
allocation of the basis of his partnership interest.1** In any case, where there 
is a termination of a partnership by reason of the sale of fifty per cent or 
more of the total interest within a 12-month period, the termination serves 
not only to close the taxable year, but also effects a distribution in liquidation 
and a contribution of property to a new partnership.°* This may result in 
awkward basis adjustments by operation of sections 731 and 732. Further- 
more, the new partnership falls within the provisions of section 706(b) 
governing the adoption of a taxable year.'*" 

No gain or loss will be recognized by the partnership or the remaining 
partners upon the sale of a partnership interest. Except where the remaining 
partners purchase the interest of the selling partner, the sale will not affect 
the basis of their partnership interests or the basis of partnership property. 





















Tax Consequences to the Purchaser 





The basis of R’s interest in the partnership is the amount paid to K 
plus the share of the partnership liabilities assumed, or $45,000. Under the 
general rule, the sale of an interest in a partnership does not affect the basis 
of partnership property.'°* Consequently, K’s portion of the gain in- 
herent in the installment accounts and substantially appreciated inventory 
would be taxed twice—first to K upon the sale of his interest and then to R 
as his distributive share upon realization by the partnership. 

This result can be avoided under the new Code, however, if the part- 
nership elects to adjust the basis of its property to reflect the price paid by 
R for his interest.1°° If the partnership makes the election permitted by the 



















do not specifically deal with this problem, but the summary published by the Joint 
Committee on Internal Revenue indicates an intention to retain this interpretation of 
§ 708. STAFF OF THE JoINT COMMITTEE ON INTERNAL REVENUE TAXATION, SUMMARY OF 
THE NEw PRovisIONS OF THE INTERNAL REVENUE Cope oF 1954 90 (1955). 

155 The partnership basis of unrealized receivables and inventory items would carry 
over with an adjustment for the interest purchased from the retiring partner. The 
balance of the purchasing partner’s basis would be allocated to other property of the 
business in proportion to the partnership bases. Int. Rev. Cope or 1954, § 732. 

156 Proposed Regs., § 1.708-1(b) (iii), 20 Fep. Rec. 5866 (1955). 

157 See text p. 541 supra. 

158 INT, Rev. Cope or 1954, § 743(a). 

159 Id, § 743(b). The election must be made under § 754 by filing a declaration 
of election with the partnership return for the first taxable year to which the election 
applies. The election must apply to both § 734(b), relating to partnership distributions, 
and § 743(b), relating to transfers of partnership interests. The election can be made 
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statute, the adjustment to the basis of partnership property would apply 
“only with respect to R. In the above illustration, the cost of acquiring a 
thirty per cent interest in the partnership exceeds the proportionate share of 
partnership basis by $12,000. Under the new Code, the excess of the pur- 
chase price would be allocated in such a manner as to reduce the difference 
between the fair market value and the adjusted basis of partnership proper- 
ties.1 As indicated below, the allocation of basis adjustments for the benefit 
of R would conform to the allocation of the selling price in determining K’s 
gain upon the sale: 


Allocation 30% of Basis 
of Partner- Adjust- 

Purchase ship ment 

Item of Partnership Property Price Basis for R 


Cash $ 3,000 $ 3,000 $ -0- 
Accounts receivable 

(regular) 4,500 4,500 -0- 
Installment accounts 

receivable 7,500 4,500 3,000 
Inventory 12,000 9,000 3,000 
Fixed assets 15,000 12,000 3,000 
Good will 3,000 -0- 3,000 





$45,000 $33,000 


$12,000 


By these adjustments, R would be protected against a tax upon his 
purchased interest in unrealized receivables and substantially appreciated 
inventories. It should be noted that proper allocation must be made with 
respect to the payment for good will.1*! To this extent, R will not obtain 
a deduction against future partnership income. This amount can only be 
recovered upon a subsequent sale or liquidation of his interest. Where the 
purchasing partner is paying for unrealized receivables and appreciation in 
the value of partnership property, he will find it advantageous to obtain 
from the other partners, as a condition to his becoming a partner, an agree- 
ment to elect the adjustment of basis under section 743(b). 


for any taxable year and is binding as to all subsequent years unless revoked with the 
approval of the Commissioner. Proposed Regs., § 1.754-1, 20 Fep. Rec. 5878 (1955). Sec- 
tion 743(b) provides that if the partnership is operating under an agreement pursuant 
to § 704(c) (2) with respect to contributed property, such agreement shall be taken into 
account in determining the purchasing partner’s share of the adjusted basis of partner- 
ship property. 

160 Jd. § 755. 

161 Proposed Regs., § 1.755-1(a) (1) (iv), 20 Fep. Rec. 5879 (1955). 
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Importance of the Contract of Sale and a 
Covenant-Not-To-Compete 


As in the sale of a proprietorship, the parties to the sale of an interest 
in a partnership will find it desirable to carefully establish the fair market 
value of the underlying assets. If the valuations are reasonable, they will 
provide the figures necessary for the computation of basis adjustments under 
sections 743(b) and 755. The negotiated valuations may also resolve the 
question as to whether inventories have substantially appreciated in value. 
The values agreed upon by the parties for the respective items of partner- 
ship property should be incorporated in the contract of sale. 

In many instances sound business and tax considerations make it de- 
sirable for the purchaser to obtain a covenant-not-to-compete from the 
retiring partner. For business reasons the covenant may provide valuable 
protection for the good will of the business. For tax purposes the cost of the 
covenant may be recovered as a deduction from future income as compared 
with purchased good will which can only be recovered upon a subsequent 
sale or liquidation.1®* The consideration for the covenant is deductible by 
the purchaser ratably over its term’® and is taxable as ordinary income to 
the vendor.'** The selling partner will generally prefer installment pay- 
ments over the term of the covenant. The purchaser should specifically 
bargain for the covenant apart from good will and the consideration therefor 
should be separately stated in the contract. 


Treavment of Loss on the Sale of a Partnership Interest 


No provision is made in the new Code for the recognition of an 
ordinary loss upon the sale of a partnership interest. Any loss upon the 
sale thereof will be treated as a capital loss.1® In this respect the new Code 
follows the strict entity concept. There may be both gain and loss, how- 
ever, but in that case the gain will be taxed as ordinary income and the loss 
treated as a capital loss. This can occur where there are unrealized receiv- 
ables or substantially appreciated inventories so that the loss is attributable 
to the partnership interest exclusive of these items.'® 

It should also be noted that no loss will be recognized with respect to 
the sale of a partnership interest to a “related” taxpayer under the provisions 


162U.S. Treas. Reg. 118, § 39.23(1)-3 (1953). 

163 Comm’r v. Gazette Telegraph Co., 209 F.2d 926 (10th Cir. 1954). 

164 Hamlin Trust v. Comm’r, 209 F.2d 761 (10th Cir. 1954). 

165 Section 741 provides that gain or loss upon the sale of a partnership interest shall 
be treated as capital gain or loss except as provided in § 751. Although the latter provides 
for recognition of ordinary income with respect to unrealized receivables and substan- 
tially appreciated inventory, no provision is made for recognition of a loss thereon as an 
ordinary loss. 

166 This result follows from the provisions of § 751(a) which require that the 
consideration received upon the sale of a partnership interest must first be allocated to 
unrealized receivables or substantially appreciated inventory. 
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of section 267.'67 Furthermore, a bargain sale to a family member will in- 
‘volve gift tax liability as a transfer for less than an adequate and full 
consideration in money or money’s worth.'®* Since a loss upon the sale of 
a partnership interest is a capital loss, it does not qualify for the net operating 
loss deduction under section 172 except as an adjustment applicable against 
capital gains.!® 


RETIREMENT OF A PARTNER 
Cash Liquidation 


Lump Sum Payment. To compare the tax consequences of a liquida- 
tion with a sale, assume in the preceding illustration that K received pay- 
ments of $42,000 from the partnership in liquidation of his interest and that 
the remaining partners assumed his share of the partnership liabilities. If the 
payment of $42,000 were made in a lump sum, the tax consequences to K 
under the proposed regulations would be exactly the same as in the case of 
the sale to R.17 Although it appears that section 736 should govern the tax 
treatment of the payment for good will, the proposed regulations take the 
position that this section shall not apply to lump sum payments in liquida- 
tion of a partner’s interest.171 The lump sum payment would be treated as 
a distribution under section 731 and section 751 would apply to K’s interest 
in the installment accounts and the substantially appreciated inventory. 

As in the case of a sale of an interest in a partnership, the taxable year 


of the partnership closes for the partner whose interest is liquidated, and he 
must account for his share of partnership income for the current partner- 
ship year to the date of liquidation.1" If an election is or has been made 
under section 754, the partnership may adjust the basis of the remaining 


167 The conclusion expressed in the text is based on the presumption that § 741 will 
be construed as subject to the limitations imposed by § 267. Nathan Blum, 5 T.C. 702 
(1945). “Related taxpayers,” a broadly defined term, is not limited solely to family 
members. The latter are of particular importance, however, and include brothers, sisters, 
spouse, ancestors, and lineal descendants. Int. Rev. Cope or 1954, § 267(c) (4). 

168 INT. Rev. Cope or 1954, § 2512. 

169 Merrill v. Comm’r, 173 F.2d 310 (2d Cir. 1949). 

170 The assumption of K’s share of the partnership liabilities by the remaining 
partners would be treated as an additional cash distribution under § 752(b). 

171 “Payments under section 736 must be in money and must consist of more than 
one payment in liquidation of such partner’s entire partnership interest which is made 
in more than one partnership taxable year.” Proposed Regs., § 1.736-1(a) (2), 20 Fen. 
Rec. 5871 (1955). If § 736 were applicable, the payment for good will would be taxed as 
ordinary income to the retiring partner unless the partnership agreement specifically 
provided for such payment upon retirement. If the payment for good will were taxable 
as ordinary income to the vendor, the remaining partners, in effect, would be allowed 
a deduction therefor in the year of payment in determining their respective shares of 
partnership income. This may account for the position taken by the Commissioner 
in the proposed regulations. 

172 Int. Rev. Cope or 1954, § 706(c) (2) (A) (ii). 
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partnership property in accordance with the provisions of section 734(b) 
and section 755 to reflect the gain realized by the distributee.!* 


Installment Payments. In view of the cash position of the partnership, 
the parties may find it more convenient to arrange for installment payments. 
Assume that in lieu of a lump sum payment of $42,000, it was agreed that 
K should receive payments from the partnership of $7,000 each year for a 
period of six years and the remaining partners assumed K’s share of the 
partnership liabilities. In that case, the assumption of partnership liabilities 
by the remaining partners would be considered the equivalent of a cash 
distribution.1** The transaction would be treated as if K received a $10,000 
payment in the first year and $7,000 in each successive year thereafter. 


The installment liquidation of K’s interest clearly would be governed 
by section 736 and the payments to him would fall into two classifications: 
(1) section 736(a) payments which would be taxed as ordinary income, 
and (2) section 736(b) payments which would be treated as distributions 
in liquidation of his interest in partnership property. The former would 
include his interest in unrealized receivables and good will not provided 
for in the partnership agreement.’ The latter would include payments 
attributable to K’s interest in all other partnership property, but section 
751 would apply with respect to his interest in the substantially appreciated 
inventories.17* Assuming that there was no provision in the partnership 
agreement for good will, the over-all tax result would be the same as in the 
case of the sale to R except that the gain attributable to good will would 
be taxed as ordinary income rather than as capital gain. The respective 
amounts of taxable gain would be allocated pro rata over the six-year 
period.1*7 


Liquidation in Kind 


A third alternative would be a liquidation in kind. Although it would 
seldom be feasible as a practical matter, assume for purposes of illustration 
that liquidation was made on a strict pro rata basis, namely, thirty per cent 
of each class of partnership property, and the remaining partners assumed 


173 See note 159 supra. 

174 This would follow from the provisions in § 752(b). However, an illustration in 
the proposed regulations apparently overlooks the effect of § 752. Proposed Regs., § 
1.736-1(b) (6), Example (1), 20 Fep. Rec. 5872 (1955). 

175 Int. Rev. Cope or 1954, § 736(b) (2). 

176 Gain or loss with respect to § 736(b) distributions is determined under § 731 as 
modified by § 751. But in this case, § 751 applies only to distributions relating to a 
partner’s interest in substantially appreciated inventories since § 736(a) governs his 
interest in unrealized receivables. 

177 There would be a total gain of $12,000 which would consist of $9,000 ordinary 
income attributable to good will, installment receivables, and substantially appreciated 
inventory, and $3,000 capital gain attributable to the fixed assets. The gain would be 
allocated 10/45 to the first year and 7/45 to each of the following five years. 
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_K’s share of the partnership liabilities. In that event, K would receive the 
following distribution: 


Fair Market 








Item of Property Value 

Geta t re eS he a Boe ti Fal eae $ 3,000 

Regular accounts receivable.................... 4,500 ; 

Installment accounts receivable................. 7,500 

I oa ei 8G ho nr be Os ee aes BOS 12,000 ; 

i iS ote ete 15,000 i 
$42,000 








Two questions are presented. First, will gain be recognized upon the 
liquidation of K’s interest? Secondly, what is the basis of the property re- 
ceived? On the first point, no gain is recognized with respect to a distri- 
bution in liquidation of a partner’s interest (1) unless the cash received 
exceeds the basis of the distributee’s interest in the partnership,!"* or (2) 

) : unless there is a disproportionate distribution affecting the partners’ interests 
| in unrealized receivables and substantially appreciated inventory so that 
there is a sale or exchange within the provisions of section 751(b).17° 

In this case neither exception applies and no gain will be recognized. 
However, by reason of the assumption by the partnership of K’s share of 
partnership liabilities, K will be deemed to have received an additional cash 
distribution of $3,000 or a total cash distribution of $6,000.18 In determining 
the basis of the property distributed in liquidation, the new Code employs a 


. substituted basis rule as contrasted with the carry-over basis rule applicable 

to current distributions.‘ The basis of K’s interest in the partnership, 

$33,000, will be reduced by the cash distribution of $6,000. This will leave 
a basis for his interest of $27,000, which will be allocated first to unrealized 
receivables and substantially appreciated inventory to the extent of the 
partnership basis of those items and the balance will be prorated among 

; the remaining items in proportion to their respective partnership bases.'®? 

178 INT. Rev. Cope or 1954, § 731(a). 

: 179 A sale or exchange under § 751(b) can be avoided by distributing to the re- 

" tiring partner his | proportionate share of unrealized receivables and substantially ap- 
preciated inventories with the balance of the liquidating distribution in any other pro- 
perty. 

J 180 INT. Rev. Cope or 1954, § 752(b). 

. 181 Jd. § 732(b). 


182 Id. § 732(c). 
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The result will be as follows: 


Partnership Basis 
Item of Property Basis to K 





Installment accounts receivable $ 4,500 
ee ee Tee Peer Tee Te: 9,000 
Regular accounts receivable 3,682 
Fixed assets 9,818 


$27,000 
The carry-over of partnership basis with respect to the installment 
accounts receivable and the inventory preserves the ordinary income in- 
herent in these items which will be realized upon collection or sale.1** The 
$3,000 basis adjustment with respect to regular accounts receivable and 
fixed assets serves to defer the additional gain inherent in the liquidation.'** 


Loss Upon Liquidation 


A loss will be recognized upon liquidation of a partner’s entire interest 
in the partnership if the distribution to the retiring partner includes no 
property other than cash, unrealized receivables, and inventory.'*> The 
amount of the loss will be the excess of the basis of the partner’s interest 
over the sum of the cash and the partnership basis of the unrealized re- 
ceivables and inventory received in the liquidation. It appears that a loss 
will not be allowed to the retiring partner where the remaining partners 
are related taxpayers within the provisions of section 267.18° 


Tax Consequences to the Remaining Partners 


To the extent that distributions in liquidation are made in exchange 
for the retiring partner’s interest in partnership property, the partnership 
may elect under section 754 to adjust the basis of its remaining property 
in accordance with the provisions of section 734(b) and section 755. Pay- 
ments in liquidation, which are within section 736(a) do not fall in the 
former category and are treated as the retiring partner’s share of distributive 
income of the partnership.'87 Thus, the remaining partners obtain a de- 


183 The character of the gain realized upon the collection or sale of these items is 
governed by § 735. See text p. 567 supra. 

184 Tr will be noted from this illustration that the basis adjustment with respect to 
regular accounts receivable will convert a portion of the deferred gain into ordinary in- 
come since the collection of a debt does not constitute a sale or exchange. The retiring 
partner should avoid this result by taking additional fixed assets in lieu of regular ac- 
counts receivable. 

185 INT. Rev. Cove or 1954, § 731(a) (2). 

186 Henry V. B. Smith, 5 T.C. 323 (1945). This conclusion is premised on the 
assumption that § 731 will be construed as subject to the limitations imposed by § 267. 

187 With respect to payments under § 736(a), the Conference Report provides as 
follows: “The recipient retired partner, estate or successor is to be treated in the same 
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duction from partnership income for the latter payments. By contrast with 
the sale of a partnership interest, liquidation of a partner’s interest does not 
terminate the partnership even though the retiring partner held an interest 
of fifty per cent or more.188 


DEATH OF A PARTNER 
Lump Sum Settlement 


Continuing with the KLM partnership as an illustration, assume that K 
died and that his estate negotiated a cash settlement of $42,000 for his 
interest in the partnership. This figure would, of course, establish the net 
value of K’s partnership interest for purposes of the federal estate tax. For 
income tax purposes, K’s estate would be entitled to a date of death value as 
a basis for his interest in the partnership.1®® To the extent that this rule is 
applicable, the estate would realize no gain or loss upon the liquidation. But 
this rule does not apply to the extent that his interest includes property 
which constitutes a right to receive an item of income in respect of a deced- 
ent under section 691.1% This brings into question the following items: 
(1) K’s interest in the unrealized profit upon installment accounts, (2) the 
payment for good will, and (3) his interest in the substantially appreciated 
inventories of the partnership. 

Taking the last item first, although the new Code provisions are am- 
biguous, the committee reports indicate that it was clearly intended that 
the decedent’s estate upon liquidation of his interest should have the benefit 
of the date of death value with respect to his interest in partnership inven- 
tories.1®1_ Consequently the pre-death increment in the value of the in- 
ventories should be realized tax-free by the estate.1% 


manner as a partner and, consequently, the payments, determined with respect to a 
partnership taxable year, are to be treated as income to the recipient for his taxable 
year with, or within, which such partnership year ends.” H. R. Rep. No. 2543, 83d 
Cong., 2d Sess. 59 (1954). 

188 | iquidation does not constitute a sale or exchange within the provisions of § 
708(b) (1) (B). Proposed Regs., § 1.708-1(b) (1) (ii), 20 Fep. Rec. 5865 (1955). 

189 INT. Rev. Cope or 1954, §§ 742, 1014. 

199 Id, §§ 753, 1014(c). 

191 The report of the Senate Finance Committee contains two statements of par- 
ticular importance; the first is found in the Committee’s general explanation, and the 
other in its technical comments upon § 753. “. . . However, a decedent’s share of 
appreciated inventory or stock in trade is not treated as income in respect of a de- 
cedent. The decedent’s interest in such inventory or stock in trade may be increased 
or decreased in basis in the same manner as his partnership interest and other property 
held by the decedent. Any change in the basis of partnership assets will be used by the 
estate or heir as an adjustment to the income received on the disposition of such prop- 
erty. The estate or heir is thus treated in the same manner as a purchaser with respect 
to the decedent’s interest in appreciated or depreciated inventory or stock in trade.” 
S. Rep. No. 1622, 83d Cong., 2d Sess. 99 (1954). “The provisions relating to income in 
respect of a decedent [§ 753] are not applicable to a decedent’s interest in partnership 
inventory.” Jd. at 406. 

192 The proposed regulations apparently take a contrary view and would treat the 
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Turning to the installment receivables and good will, if section 736 
were deemed applicable, both items would be treated as income in respect 
of a decedent. But, as previously stated, the proposed regulations take the 
position that section 736 does not apply to lump sum liquidations.!** Conse- 
quently K’s interest in partnership good will takes a date of death value and 
no gain will be realized by his estate with respect to this item. 

This leaves K’s interest in the unrealized profit upon the installment 
accounts receivable which amounts to $3,000. This amount will be treated 
as a receipt of income in respect of the decedent and will be taxable to the 
estate as ordinary income.’®* A deduction will be allowed, of course, for 
the estate tax attributable thereto. By attributing a date of death value to 
K’s interest in al] partnership property other than the installment accounts 
receivable, the foregoing results follow from the application of sections 
731 and 751. 

Installment Payments 


If K’s estate negotiated a settlement of $42,000 to be paid in installments 
of $7,000 per year over a period of six years, a different result would be 
obtained under the new Code. The payments made to K’s estate to the 
extent applicable to his interest in partnership property including inven- 
tories, but exclusive of unrealized receivables and good will would be 
treated as a distribution under section 731. To this extent, no gain would 
be realized upon the liquidation since K’s interest in the partnership property 


would take a date of death value as a basis. The payments attributable to his 
interest in the unrealized profit upon the installment accounts and partner- 
ship good will would be treated as guaranteed payments under section 
736(a) and as income in respect of a decedent under section 753.1% As in 
the case of an installment liquidation upon retirement, the respective pay- 
ments will be prorated over the six-year period.’ 


The Partnership Taxable Year and the Remaining Partners 


Under the former Code, the death of a partner terminated the partner- 
ship and often resulted in pyramiding income in the deceased partner’s last 
return. This could occur where the partner and the partnership were on 


pre-death increment in value as income in respect of a decedent. Proposed Regs., § 1.736- 
1(b) (4), 20 Fep. Rec. 5872 (1955). 

193 See note 171 supra. 

194 This is the result intended under § 753 after applying § 736(a). 

195 This conclusion is based on the assumption that the partnership agreement con- 
tained no provision for good will. 

196 Tr appears that § 752(b) is applicable to the decedent’s portion of partnership 
liabilities assumed by the remaining partners. The effect would be to increase the first 
year’s payment in liquidation to $10,000. Thus the income attributable to good will and 
installment accounts ($6,000) would be allocated 10/45 to the first year and 7/45 to each 
of the following five years. The balance would constitute a recovery of the decedent’s 
interest in partnership property. 
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different taxable years.1®* In an effort to avert this result, the partners 
frequently provided in the articles of co-partnership that upon the death 
of a partner the partnership should continue to the end of its current taxable 
year at which time settlement would be made for the deceased partner’s 
interest. However, these efforts were not always successful in shifting 
income accrued at the date of death to the deceased partner’s estate.'®* 
Under the new Code, the taxable year of the partnership with respect 
to a deceased partner will rarely close upon his death. Consequently, his 
share of the partnership income for the current partnership year accrued 
to the date of his death will be taxed to his estate or successor in interest 
as income in respect of a decedent.!®® The partnership taxable year with 
respect to the deceased partner will generally close as of the end of the 
normal partnership year or upon liquidation or sale of the deceased partner’s 
interest, whichever is the first to occur.2 There are possibly two ex- 
ceptions to the rule that the partnership income accrued for the partner- 
ship year prior to death will be taxed to the deceased partner’s estate or 
successor in interest: (1) where the partnership terminates at death by 
reason of the cessation of partnership operations,?°! and (2) where there 
is a sale of the deceased partner’s interest as of the date of his death.?°? 
With respect to the first exception, in the normal course, even in a 
two-man partnership, a period of time is required for the surviving partner 
to wind up the affairs of the partnership and effect a settlement with the 
decedent’s estate or his successor in interest. Thus, there is no termination 
until this process is completed. In this respect, termination under the new 
Code squares with the Uniform Partnership Act.?°* A termination could 
occur, however, upon the death of a partner where, for example, the part- 
nership agreement provides that the partnership property shall be held as 


197 Consider, for example, a partnership on a fiscal year ending January 31 and a 
partner on a calendar year basis. If the partner died on December 31, his return would 
include his share of partnership income for a period of 23 months. 


198 F.g., compare Girard Trust Co. v. United States, 182 F.2d 921 (3d Cir. 1950) 
(recognizing provisions for continuation), with Comm’r v. Waldman’s Estate, 196 F.2d 
83 (2d Cir. 1952) (holding that election by executor to continue partnership pursuant 
to terms of partnership agreement did not prevent taxable year from closing with death 
of partner). 

199 This is the case whether the partner and the partnership are on the same or 
different taxable years. 

200 INT. Rev. Cope or 1954, § 706(c)(2). “When a partner dies, the partnership 
taxable year shall not close with respect to such partner prior to the end of the normal 
partnership taxable year, or prior to the time when such partner’s entire interest (held 
by his estate or other successor) is liquidated or sold or exchanged, whichever is earlier.” 
Proposed Regs., § 1.706-1(c) (3), 20 Fep. Rec. 5864 (1955). 

201 Int. Rev. Cope or 1954, § 708(b) (1) (A). 

202 Id. § 706(c) (2) (A) (i). 

203 A partner’s death causes a dissolution of the partnership. Int. Rev. Stat. c. 106%, 
§ 31(4) (1955). However, “on dissolution the partnership is not terminated, but con- 
tinues until the winding up of partnership affairs is completed.” Id. § 30. 
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joint tenants with the right of survivorship.2** This arrangement may be 
desirable in the case of a family partnership. 

The proposed regulations provide that “if under the terms of an agree- 
ment existing at the date of death of a partner, a sale or exchange of the 
decedent partner’s entire interest in the partnership occurs upon that date, 
then the taxable year of the partnership with respect to such decedent 
partner closes upon the date of his death.” This is followed with an illus- 
tration where a partner contracts prior to his death to sell his interest as 
of the date of his death for a fixed sum.” This proposition is not a very 
convincing one for it is well established that a binding contract to sell does 
not in itself constitute a closed transaction, i.e. a sale or exchange, for tax 
purposes.?°* It seems doubtful, therefore, whether the second exception 
to the general rule is a valid one.” 

With respect to the remaining partners, the taxable year of the partner- 
ship will not close unless there is a termination either by cessation of 
operations as a partnership as previously observed, or by the sale of an 
interest of fifty per cent or more. In the latter case, a sale of the deceased 
partner’s interest to an outsider would terminate the partnership. But if the 
deceased partner bequeathed his interest to one who continues as a partner, 
there is no sale or exchange and the partnership will not terminate even 
though the interest is fifty per cent or more.?%8 

An anomalous situation exists with respect to an election by the remain- 
ing partners to adjust the basis of partnership property. If the remaining 
partners individually purchase the decedent’s interest, an adjustment may be 
made pursuant to section 743(b) to reflect the difference between the cost 
of the acquired interest and the proportionate share of the basis of partner- 
ship property. A similar adjustment may be made for the benefit of one 
who acquires the decedent’s interest by bequest and continues as a partner. 
But if there is a cash liquidation by the partnership of the decedent’s interest 
in partnership property, there can be no adjustment under section 734(b) 
since the decedent’s estate acquires a date of death value as a basis and will 
realize no gain or loss upon the distribution. Payments to the deceased 
partner’s estate which fall within section 736(a) are treated as distributions 
of partnership income and reduce the amount taxable to the survivors.?° 


204 See Jones v. Schellenberger, 225 F.2d 784 (7th Cir. 1955). 

205 Proposed Regs., § 1.706-1(c) (3) and Example (2), 20 Fep. Rec. 5864 (1955). 

206 Lucas v. North Texas Lumber Co., 281 U.S. 11, 50 Sup. Cr. 184 (1930). 

207 On this point, the proposed regulations are simply in error in attempting to apply 
§ 706(c) (2) (A) (i) as of the date of a partner’s death. 

208A disposition of a partnership interest by gift, bequest, or inheritance, or the 
liquidation of a partnership interest, is not a sale or exchange . . .” Proposed Regs., 
§ 1.708-1(b) (1) (ii), 20 Feo. Rec. 5865 (1955). See also id., §§ 1.706-1(c) (3), Example 
(3), 1.708-1(b) (1) (i) (b), 20 Fep. Rec. at 5864 and 5865. 

209 Where a retiring partner or a deceased partner’s estate or successor in interest 
receives § 736(a) payments, the partnership is not terminated until the entire interest is 
liquidated. Id. § 1.736-1(a) (5), 20 Fep. Rec. at 5871. 
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COMPLETE LIQUIDATION AND TERMINATION 
OF THE PARTNERSHIP 

Where all the partners desire to retire and withdraw from the business 
simultaneously, three alternatives are available. First the partnership may 
consummate a liquidation through a distribution in kind. In that event each 
partner should receive a proportionate distribution of unrealized receivables 
and substantially appreciated inventory to avoid a sale or exchange within 
section 751(b). 

A second alternative is for the partnership to sell all of its property and 
consummate a complete liquidation in cash. In that event, pursuant to the 
provisions of section 702, each partner will report his distributive share of 
partnership gain or loss realized upon the sale of the partnership property. 
Upon distribution of cash in liquidation, each partner will realize capital gain 
or incur capital loss as determined under section 731. 

The third alternative is a sale by each partner of his entire interest in 
the partnership. In that case section 751 would apply to the extent that the 
partnership held unrealized receivables or substantially appreciated inven- 
tory. The balance of the gain or loss would be treated as a capital gain or 
loss. This type of transaction which is based substantially upon recognition 
of form over substance may be advantageous where there are no unrealized 
receivables or substantially appreciated inventories.74° To assure recognition 
of the transaction as a sale of partnership interests rather than as a sale of 
partnership property, the partnership should retain no property and should 
completely cease operation.”" 


CONCLUSION 


Obviously, subchapter K does not simplify the tax law relating to 
partners and partnerships. Although certainty has been provided in a num- 
ber of areas, serious ambiguities pervade the new Code provisions. Appropri- 
ate examples are to be found in the questions which arise with respect to 
the treatment of lump sum payments in liquidation of a retiring or deceased 
partner’s interest and with respect to a deceased partner’s interest in partner- 
ship inventories. Inevitably, if not promptly, these and other items will re- 
ceive the deserving attention of Congressional draftsmen. It is to be hoped 
that the current provisions represent a period of transition to a more fully 
integrated and understandable subchapter K. 


210 Assume, for example, that the partnership inventories had appreciated 10% in 
value. They would not constitute substantially appreciated inventories under § 751. 
However, if the partnership sold the inventories prior to liquidation, this gain would be 
taxed to the partners as ordinary income. On the other hand, if the partners sold their 
interests in the partnership, this gain would be realized as capital gain. 

211 Section 741 of the new Code expressly recognizes the sale of a partnership inter- 
est as such and decisions under the former Code have sustained a sale of the entire 
partnership through a sale of the respective interests of the partners. Kaiser v. Glenn, 
216 F.2d 551 (6th Cir. 1954); Hatch’s Estate, 198 F.2d 26 (9th Cir. 1952); Mignonette 
E. Luhrs, 9 CCH Tax Ct. Mem. 537, P.H. 1950 T.C. Mem. Dec. 4 50160. 
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Notes 


- INCOME TAX CONSEQUENCES OF 
FLUCTUATIONS IN FOREIGN EXCHANGE 


INTRODUCTION 


WITH THE RISE of the United States to its present position of leader- 
ship among nations, the economy of the entire western world has become 
geared to that of this country. The volume of commercial transactions 
between the United States and foreign countries is substantial." And to 
facilitate the increasingly popular policy of “trade and not aid,” strenuous 
efforts are being made to further expand the international trade between 
private individuals and corporations of this country and those of other 
nations.” 

Since the income tax consequences of transactions entered into for 
profit play a major part in engendering or repressing the transaction, it is 
desirable that the tax results of a particular type of engagement be reason- 
ably ascertainable. There is, however, much uncertainty in the area of 
income taxation of transactions involving foreign currency. Many prob- 
lems arise in this field, but their solutions are quite obscure. 

Probably the most vexatious income tax problem which arises in regard 
to these foreign money transactions emanates from the difficulty in valuing 
foreign exchange due to the constantly fluctuating value of this money in 
relation to American dollars.? For example, a taxpayer purchases wool in 


1For example, in 1952, exports (including government aid) totaled over 
$15,000,000,000.00 and imports were in excess of $10,000,000,000.00. NationaL INpUsSTRIAL 
CONFERENCE Boarp, THE Economic ALMANAC 1953-1954 549 (1953). 

2In the version of the 1954 Internal Revenue Code as it came out of the House of 
Representatives, a 14% tax differential for certain types of foreign income was promul- 
gated. H. R. Rep. No. 1337 (To accompany H. R. 8300) 83d Cong., 2d Sess. A254 (1954). 
This provision was eliminated in conference on the ground that too many problems 
were raised for which no satisfactory solutions had been evolved. H. R. Rep. No. 2543, 
83d Cong., 2d Sess. Amendment 207 (1954). 

In his January 10, 1955, special message to Congress, the President proposed to 
increase international trade by (1) extension of reciprocal trade; (2) simplification of 
customs; (3) special tax concessions on foreign earnings of United States businesses, etc. 
101 Cone. Rec. 160 (daily ed. Jan. 10, 1955). 

8 Some other tax problems present in connection with foreign money which due 
to their extensiveness cannot be covered in any detail in this paper include questions of 
(1) blocked currency, (2) credits against taxes paid to foreign countries, and (3) 
treaties avoiding double taxation. Illuminating discussions dealing with blocked currency 
may be found in James, Aspects of The Taxation of Foreign Currency Income, Tax 
INsTITUTE, SYMPOSIUM ON INCOME Tax ADMINISTRATION 410 (1948); Stuetzer, Tax Prob- 
lems Raised by Foreign Currency Devaluation and Blocked Foreign Income, 6 Tax L. 
Rev. 255 (1951). See Int. Rev. Cope or 1954, §§ 901-905, for law applicable to credits 
against taxes paid to foreign countries. For information dealing with tax treaties see 
CCH, Tax Treaties. 
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England on credit for resale in the United States. He considers the trans- 
action to be similar to one in which he purchases domestic goods and ex- 
pects his profit to be made on the resale. If the taxpayer had made a domes- 
tic purchase and could find buyers at the price he anticipated, his profit 
would be assured. However, the profit of the taxpayer who imports goods 
is not only affected by the resale price but also by the number of dollars 
which will be required to discharge his pound debt in England; for though 
the pound might have been worth $3.00 when he made his purchase, it 
may be worth $2.00 or $4.00 when the debt is due. The taxpayer may thus 
derive an unexpected gain‘ or suffer an unforeseen loss.* 

Nowhere has the treatment of this gain or loss been clearly and compre- 
hensively expounded. And although the Constitution of the United States 
gives Congress the power over the valuation of foreign money,® Congress 
has refrained from exercising its power to solve the problem of foreign 
exchange under domestic tax laws. The Supreme Court, likewise, has 
added little which is definitive in this area.7 In the main then, the enuncia- 
tions in this field upon which taxpayers must depend are the decisions of 
the Tax Court,$ Treasury pronouncements, and a few federal court deci- 
sions. Due to the somewhat haphazard manner in which judicial and ad- 
ministrative law often develops, it is easy to understand why comparatively 
few problems have been discussed by the authorities and why apparently 
irreconciliable principles are often announced. 


LEGAL THEORY OF FOREIGN MONEY 


Much of the equivocation present apparently stems from a lack of a 
clear understanding by the taxing authorities of the legal significance of 
foreign money. The legal meaning of foreign money, as well as domestic 
money, differs in many respects from the economic or sociological defini- 
tion. While to the economist there may be a continuous scale of things 
having different degrees of “moneyness,” for legal purposes, in any particu- 
lar transaction, a thing is either money or it is not.® 


‘This gain is undoubtedly taxable. Int. Rev. Cope or 1954, § 61(a): “Except as 
otherwise provided . . . gross income means all income from whatever source derived. 
...” In Willard Helburn, Inc. v. Comm’r, 214 F.2d 815, 818-819 (1st Cir. 1954), where 
the court was dealing with facts similar to the hypothetical case, the court stated: 
“Considering the all-embracing definition of ‘gross income’ . . . it seems to us that this 
windfall item ... is ... obviously taxable income. . . .” 

5 There is also no doubt that the loss is deductible. Int. Rev. Cope or 1954, § 165. 

6 U.S. Const. art. I, § 8, cl. 5: “The Congress shall have Power .. . To coin Money, 
regulate the Value thereof, and of foreign Coin,. . . .” 

7 Bowers v. Kerbaugh-Empire Co., 271 U.S. 170, 46 Sup. Cr. 449 (1926), is the only 
Supreme Court decision in this area. 

8 Decisions of the Board of Tax Appeals, the Tax Court’s predecessor, are meant to 
be embraced by this statement. 

® NussBauM, Money IN THE Law, NATIONAL AND INTERNATIONAL vi (rev. ed. 1950). 
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Theoretically, foreign money may be considered equivalent to domestic 
money or it may be treated as non-money. If it is treated as non-money, it 
is considered to be a commodity, similar to a security. Many cases, includ- 
ing those involving taxation of foreign money,'® as well as other types of 
cases,'' ignore the first part of this dichotomy and treat foreign money as 
if it were a commodity no matter what function it is serving. This com- 
modity theory of foreign money has been tersely stated as follows: !* 

“... A coin or note functions as money only within the territory in 
which that currency customarily circulates; elsewhere the coin or note 
commonly becomes a commodity.” 


It can be observed that foreign money may well be a commodity as 
where a person purchases German marks hoping to profit from a change 
in their value in relation to dollars. But this is only one type of transaction, 
and while the above definition does not state that foreign money is always 
a commodity, it does indicate that this is most often true. On this basis 
it seems that the statement is too sweeping, and its author recognizes that 
it is subject to important qualifications 1*—in fact, qualifications which it is 
thought render the statement quite misleading. 

It is not difficult to see that foreign currency very often serves the same 
functions as domestic money; it serves as a medium of exchange and is used 
for the purpose of other functions fulfilled by the domestic currency.'* To 
illustrate, if a banker lends an American taxpayer 1,000 pounds sterling, 
it cannot be doubted that this is not a bailment of a commodity, but is an 
actual loan. It differs from a bailment in that the actual pounds lent are not 
to be redelivered, but an equivalent sum is subsequently to be repaid.'® Or, 
if a taxpayer enters into a contract with a Paris firm by which the former 
undertakes to deliver a quantity of radios for a certain amount of French 
francs, it is obvious that this is not a barter of francs for radios. It is a sale 
of goods, and the francs are the price.'® 


1°In James A. Wheatley, 8 B.T.A. 1246, 1249 (1927), it was declared in broad 
terms that “pesos were nothing more than a commodity.” In Theodore Tiedemann & 
Sons, Inc., 1 B.T.A. 1077, 1079 (1925), the Board stated that German marks “are not 
to be treated differently from any securities which might have been purchased by the 
taxpayer.” These statements are quite typical and are usually made without considering 
what function the foreign money is serving. Also see Tsivoglou v. United States, 31 
F.2d 706, 708 (1st Cir. 1929). 

1 F.g., Anglo-Continentale Treuhand, A. G. v. St. Louis Southwestern Ry. Co., 
81 F.2d 11 (2d Cir. 1936); Leavitt v. DeLauny, 4 N.Y. 363 (1850). 

12 NussBauM, Op. cit. supra note 9, at 318. 

13 Td. at 320. 

14 MANN, Tue Lecat Aspect or Money 123 (Ist ed. 1938). 

15 While it is not always necessary for the bailee to return the specific goods, this 
is a usual characteristic of a bailment. See 4 Witiiston, Contracts § 1035 (rev. ed. 
1936). 

18 MANN, Op. cit. supra note 14, at 131, 
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Thus, although for each transaction it must be determined what for- 
eign money is, it is apparent that it should not always be treated as a com- 
modity. Foreign money should be treated as money when it performs the 
same functions as domestic money, and should be treated as a commodity 
where it is an object of commercial intercourse.‘7 Since the manner in which 
foreign money is treated, i.e., as a commodity or as money, often presup- 
poses a difference in tax result, the differentiation in its function should be 
carefully observed. From such characterization, general principles may be 
developed which will be applicable to future problems and consistency may 
be supplied to replace the inconsonance which prevails among the presently 
decided cases. Analysis of these decisions will serve to elucidate in a con- 
crete manner the modus operandi of this theory, as well as serve to exemplify 
the types of problems which can arise. 


DEALERS IN FOREIGN EXCHANGE 


Of the various types of transactions involving foreign currency, taxa- 
tion of those involving dealers in foreign exchange is the simplest. A dealer 
in foreign money is one who purchases it for resale to persons who desire or 
require it. These dealers are treated just as dealers in conventional securi- 
ties.18 

Under this treatment the foreign currency dealer may use the annual 
inventory method of computing income.'® In other words, he can inventory 
in terms of United States money the foreign money which he holds at the 
beginning and again at the end of the year. Thus, the dealer can reflect fluc- 
tuations in the foreign money, and no valuation problems due to fluctua- 
tions arise. 

When the dealer’s transactions of purchase and resale are analyzed, it 
is clear that the foreign exchange is the object of the bargain. The money is 
the dealer’s stock-in-trade just as lamps and tables or stocks and bonds 
would be. Therefore, there is no doubt that this “object of commerce” 
should be treated as any other commodity.” 

However, “dealers” is strictly defined,?! and other taxpayers who have 
dealings in foreign exchange are not allowed to reflect appreciation or de- 
preciation in foreign currency values.?? In the case of these latter tax- 


17 Id. at 129. Also see Kades, Devaluation Revalued, 28 Taxes 365 (1950); Fraenkel, 
Foreign Moneys in Domestic Courts, 35 Cotum. L. Rev. 360 (1935). 

18Q. D. 834, 4 Cum. Butt. 61 (1921). 

19 [bid. 

20 MANN, Op. cit. supra note 14. 

*1U.S. Treas. Reg. 118, § 39.22(c)-5 (1953). 

22 Theodore Tiedemann & Sons, Inc., 1 B.T.A. 1077 (1925); O. D. 764, 4 Cum. 
Butt, 155 (1921); O. D. 834, 4 Cum. Bui. 61 (1921). 
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payers, there must be a closed transaction before the fluctuation can be 
considered.” 


INVESTORS AND SPECULATORS IN FOREIGN CURRENCY 


A somewhat related type of transaction occurs when taxpayers pur- 
chase foreign money for purposes of investment or speculation. Anticipat- 
ing a rise in the value of the currency in relation to dollars, the taxpayer 
enters into the engagement hoping to make a profit.2* Such a taxpayer does 
not come within the definition of “dealer,” and therefore cannot reflect 
fluctuations in the currency values by use of the inventory method.”® 

However, since the transaction was entered into for profit,?° if the 
foreign exchange is disposed of at a loss, the loss may be deducted.?* Con- 
versely, if there is a gain upon the disposition, the gain will be included in 
gross income.*8 A disposition is necessary,” and the gain or loss must be 
accounted for in the year the sale is made.®° The difference between the 
rate at which the taxpayer secured the foreign money and the rate at which 
he disposed of it determines the gain or loss.84 According to the Commis- 
sioner, the gain or loss in this situation comes within the capital gain pro- 


°8 Vietor & Achelis v. Salt’s Textile Mfg. Co., 26 F.2d 249 (D. Conn. 1928); B. F. 
Goodrich Co., 1 T.C. 1098 (1943); Hugo F. Urbauer, 7 B.T.A. 846 (1927). 

It is worth noting at this point that although depreciation in value cannot be de- 
ducted as a loss until there is an ultimate disposition of the foreign exchange, if the 
foreign currency becomes worthless, a deduction may be taken due to worthlessness. 
Charles M. Howell, 21 B.T.A. 757 (1930); Louis Stern, 5 B.T.A. 870 (1926). The deduc- 
tion may be taken either as a loss or as a bad debt. See John B. Lewis, 19 B.T.A. 997 
(1930) (deduction allowed as a loss); Samuel Bird, 4 B.T.A. 259 (1926); Murchison 
National Bank, 1 B.T.A. 617 (1925) (deduction allowed as a bad debt). The theory 
seems to be in this type of case that disposition is unnecessary because when the cur- 
rency becomes worthless beyond hope of recovery, the transaction for practical pur- 
poses is closed. 

24 This practice is probably not too common at present due to the strong economic 
position of the United States. Because of this strength it is not likely that the value of 
foreign currency will often rise in relation to the value of the American dollar. 

25 See note 21 supra. 

°6 If the transaction was not entered into for profit, a loss would probably not be 
deductible. Int. Rev. Cope or 1954, § 165. A taxpayer was not allowed to deduct a loss 
attributable to a decline in value of the foreign money where he disposed of it as a 
gift. Hugo F. Urbauer, 7 B.T.A. 846 (1927). See note 27 infra. 

27 Int. Rev. Cope or 1954, § 165 (c) (2): “In the case of an individual, the deduction 
. . . Shall be limited to— . . . losses incurred in any transaction entered into for profit, 
though not connected with a trade or business.” 

*8 See note 4 supra. 

*9 “Disposition” is used here in the sense of a closed transaction. Thus, a loss from 
speculation in foreign currency may be deductible even without actual conversion 
where it results from a closed transaction. James A. Wheatley, 8 B.T.A. 1246 (1927). 
Conversely, a conversion does not necessarily mean the transaction is closed so that 
gain or loss is recognizable. See Louis Roessel & Co., 2 B.T.A. 1141 (1925). 
3° Canizzaro & Co., 19 B.T.A. 380 (1930). 

31 James A. Wheatley, 8 B.T.A. 1246 (1927). 
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visions,®” since the foreign money, under these circumstances, comes within 
the definition of a capital asset.3* 

These rules are identical with those governing dealings in securities 
or other commodities. Since once again examination discloses that these 
taxpayers are trafficking in foreign exchange as the “object” of their com- 
mercial intercourse, there can be no quarrel with this line of cases on the 
theoretical basis heretofore proposed. Thus, the cases of dealers and specu- 
lators are two instances where foreign money comes within the definition 
of foreign money as a commodity. It should be and is treated accordingly. 


PURCHASES MADE WITH FOREIGN CURRENCY 


A very common type of foreign exchange transaction is the purchase 
of merchandise abroad. In this type of transaction the foreign money is not 
purchased as an end in itself, as it was in the transactions previously dis- 
cussed. It is purchased with further objects in mind. For example, the tax- 
payer may purchase francs to enable him to buy perfume from a French 
merchant who considers the franc as the only acceptable medium of ex- 
change. 

For the purchase the taxpayer may choose either to pay the francs 
immediately or to establish an open account. If he chooses the former 
course, no fluctuations problems arise. If he buys on credit, however, fluc- 
tuations can complicate the tax picture. To illustrate, the taxpayer purchases 
the perfume in France for 100,000 francs on a 180-day open account. Before 
the debt falls due the francs decline in value. If it took $1,000.00 to purchase 
100,000 francs when the perfume was purchased and now only $800.00 is 
required, it is reasonably clear that the taxpayer has received an economic 
benefit of $200.00 which will be taxable.*4 

The two questions which are presented are (1) whether this is a capital 
gain or ordinary income, and (2) when this gain is taxable. 

As previously discussed, when foreign currency is purchased for specu- 
lative purposes, the foreign currency is treated as a commodity and the 
capital gain provisions apply.*® A fortiori if the foreign currency is a 
commodity when it is bought in order to pay off a debt and there are specu- 
lative aspects present, the capital gain and loss provisions would again apply. 

Of course, in the case of an open account indebtedness, there is no 
sale or exchange of foreign currency.*® However, several cases treat the 


32 1.T. 3810, 1946-2 Cum. Buty. 55. This question, however, has not been litigated. 

33 INT. Rev. Cope or 1954, § 1221. 

34 See note 4 supra. 

%5 See notes 32 and 33 supra. 

38 In cases such as Bernuth Lembcke Co., 1 B.T.A. 1051 (1925), where the taxpayer 
contracted to purchase the foreign money prior to the date he was to pay for the goods 
bought and then actually had to buy the money, there is an exchange of foreign cur- 
rency. It is therefore more likely that the capital gain provisions would apply here. 
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_ foreign money as if it were a commodity and state that by establishing 

credit, perforce the taxpayer is in effect speculating in foreign exchange.** 
It is thus possible that the capital gain provisions would be applicable, al- 
though the question has not been litigated.** It may be added that these 
provisions would have no conceivable applicability, if under these facts the 
foreign exchange is not a commodity.*® 

As to the time when the gain or loss is reportable, there are two possi- 
bilities. First, by treating the financial arrangements and the purchase of 
merchandise as a simple integrated transaction, the change in value of the 
foreign exchange would be reflected in the taxpayer’s cost of goods. Thus, 
income or loss would be recognized when the goods were resold. Second, 
the purchase of goods and the credit transaction can be treated as two 
separate engagements, taking the income or loss when the debt is paid.‘ 

Originally, the first of these two suggestions was considered to be cor- 
rect. In O.D. 489,41 the Commissioner ruled that the cost of goods should 
be entered at the rate of exchange prevailing at the time that payment for 
the goods is actually made. Subsequently, however, it appears that the 
second treatment has won approval. This latter approach had its beginning 
in Bernuth Lembcke Co. In that case, the taxpayer contracted to purchase 
exchange to pay for foreign goods which he intended to purchase. The 
value of the foreign currency shrank and when the taxpayer paid for the 
foreign currency, he was required to pay more than he would have had to 
pay if he purchased the exchange at the time payment for the goods was 
made. The court stated that goods could not be inventoried at more than 
their actual cost and the cost was in terms of the exchange at the date of 
purchase. Thus, the taxpayer suffered a loss on the exchange transaction 
and was allowed a deduction. 

Further sanction to this method was given in Joyce-Koebel Co.,* 
where the taxpayer purchased foreign goods on credit and subsequently paid 
for them in pounds sterling which had been purchased by the taxpayer at 
the time the debt became due. In the interval between the date of purchase 
and the date of payment, pounds depreciated in value. The court, citing 
Bernuth Lembcke, held that the cost of goods must be determined by re- 
ducing pounds to dollars at the rate of exchange prevailing on the date of 


37 Joyce-Koebel Co., 6 B.T.A. 403, 406 (1927): “If the company . . . makes the 
purchase on credit, it is investing or speculating in foreign exchange.” 

38 See Kades, Devaluation Revalued, 28 Taxes 365, 370 (1950), wherein the author 
doubts the applicability of the capital gain provisions. 

39 See note 55 infra. 

49 Both of these possibilities were recognized in Willard Helburn, Inc. v. Comm’r, 
214 F.2d 815 (1st Cir. 1954). 

412 Cum. Butt. 60 (1920). 

421 B.T.A. 1051 (1925). 

436 B.T.A. 403 (1927). 
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purchase. It was further stated that when a taxpayer makes the purchase 
on credit, it is investing or speculating in foreign currency, and may derive a 
profit or loss on the exchange operation, the cost of goods not being affected. 

In a very recent case, Willard Helburn, Inc., v. Commissioner,** fur- 
ther approval has been tacitly given to these decisions. In the Helburn 
case the facts were substantially similar to Joyce-Koebel, i.e., the taxpayer 
purchased on credit merchandise to be paid for in pounds, and due to the 
devaluation of the pound the taxpayer was able to pay the debt with fewer 
dollars. The taxpayer contended that he realized no taxable income, but 
this contention was summarily dismissed. The circuit court thought it clear 
that income was received, and recognized the two possibilities for taxation 
previously mentioned.*® The court was not required to choose between them 
under the facts of the case,#* but it did approve the Tax Court’s result 47 
which had followed Joyce-Koebel Co. and Bernuth Lembcke.*® 

It seems that the accounting authorities are split with many favoring 
the two separate transactions theory,*® although the other possibility also has 
its followers.°° The accountants who prefer the two transactions treatment 
apparently rest on the ground that foreign exchange is always a commod- 
ity. In other words, the purchase of goods is one transaction, and the 
financial arrangements are a separate bargain for the purchase of a com- 
modity. The disposition of this latter commodity in no way affects the 
results of the first transaction. The cases cited above must also be based on 
similar reasoning. 

Justification for this result under the theoretical concept of foreign 
money can only be had if the foreign money involved in the purchase of 
the goods was in itself an object of the commercial intercourse. If this is 


44214 F.2d 815 (1st Cir. 1954). 

45 Willard Helburn, Inc. v. Comm’r, supra note 44. 

*® The difference in the two methods is only significant when the transaction ex- 
tends beyond one fiscal year. If the date of payment of the debt and the date of resale 
are in the same period, the result is identical under either method. 

47 Willard Helburn, Inc., 20 T.C. 740 (1953). 

48 The Board of Tax Appeals also applied the Joyce-Koebel doctrine to a purchase 
made in connection with the trade or business of the taxpayer, although the purchase 
was for machinery and not inventoriable items. Max Sarfert, 5 B.T.A. 977 (1927). In 
this case the taxpayer purchased the foreign money prior to the machinery purchase, 
and this fact was emphasized. If the money had been purchased subsequently, there 
would have been a weaker case for the application of this doctrine. See notes 52 and 
53 infra. 

49 FyeLp & SHERRITIT, ADVANCED ACCOUNTING 90 (Ist ed. 1946); FINNEY, PRINCIPLES 
or ACCOUNTING, ADVANCED 419 (1946). 

50 Answer to Accounting Question on Treatment of Gain or Loss on Foreign 
Exchange in Imports, 70 J. AccouNTANCY 74 (1940). 

51 F yep & SHERRITT, Op. cit. supra note 49, at 90-91, wherein the authors state that 
“much of the possible confusion concerning foreign exchange might be avoided if it is 
thought of as a commodity.” 
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not true, the foreign money should be treated as a medium of exchange, 
‘valuing the cost of goods at the amount of dollars which was required for 
their acquisition. This amount is the number of dollars which discharged 
the foreign debt. 

It is not too difficult to understand why the taxpayer in Bernuth Lemb- 
cke was treated as a speculator in foreign exchange. Since he purchased the 
foreign money, or at least contracted to purchase it, before he purchased 
the goods, it is probable that this was done due to the taxpayer’s supposition 
that the exchange rate was presently favorable and might vary to his dis- 
advantage. Although there are other purposes for such an advance purchase 
of foreign exchange,® it is not unreasonable to treat this purchase as a col- 
lateral speculative transaction,®* and, therefore, to deal with the foreign 
money as a commodity. 

On the other hand, in the Joyce-Koebel situation, it is not nearly as 
likely that the taxpayer intends to speculate. He is merely buying on credit 
as he would do if he were making a domestic purchase. This difference was 
not mentioned, however, by the Board of Tax Appeals in Joyce-Koebel 
when it followed Bernuth Lembcke. It is true that the taxpayer could 
avoid the risk of fluctuations by the simple process of buying the foreign 
currency for future delivery at the time the purchase on credit is made. 
However, quite often the taxpayer would not think of this device, or, even 
if he did, he might not consider it necessary; although fluctuations are ever 
present, there are many reasonably long periods characterized by relative 
stability. 

The taxpayer thinks of the foreign money as a medium of exchange 
and would be surprised if he were told that he was purchasing a commod- 
ity.°5 He is not buying the foreign exchange as an object in itself but rather 
to facilitate his importation of merchandise. He expects his profit to come 
from resale or use of the material he purchases and not from favorable ex- 
change fluctuations. Since this is the ordinary businessman’s understanding, 
and this understanding is fortified by theoretical principles,** the most 


52 Where purchases are made with frequent regularity, a taxpayer may purchase 
foreign exchange in advance for the sake of convenience. See John B. Lewis, 19 B.T.A. 
997 (1930). In that case, the Board stated that the purchase of the foreign exchange was 
purely incidental to the business of the taxpayer, thus implying that there was only one 
integrated transaction. The purchase may also be made to secure the transaction. See 
Seaboard Finance Co., 20 T.C. 405 (1953). 

53 If the foreign exchange is purchased prior to the time of payment for the goods 
and subsequently no goods are purchased or the deal falls through, there may be an 
indication that the taxpayer was purchasing the foreign money for speculative purposes. 
Such was the situation in Theodore Tiedemann & Sons, Inc., 1 B.T.A. 1077 (1925). 

54 Whitman, Foreign Exchange Accounting, 2 Harv. Bus. Rev. 465 (1924). 


55 Kades, Devaluation Revalued, 28 Taxes 365, 370 (1950); James, supra note 3, 
at 414. 


56 MANN, OP. cit. supra note 14. 
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salutary tax result would be to adopt the first alternative suggested, as em- 
bodied in O.D. 489. 


BORROWING FOREIGN CURRENCY 


By treating the purchase on credit and the subsequent payment as two 
separate transactions, it becomes impossible to reconcile the results of the 
purchase-on-credit cases with a related line of credit cases—cases where 
foreign money is borrowed. In these latter cases, the taxpayers were found 
to have received no taxable income although they were able to discharge 
their indebtedness for fewer dollars due to the decrease in value of the 
foreign currency. Investigation of these cases indicates that this result may 
well ensue from treatment of the foreign money as a medium of exchange. 

In B. F. Goodrich Co., ** the taxpayer borrowed 11,000,000 francs 
from a Paris bank and loaned them to its French subsidiary. The francs 
declined in value, and the taxpayer was able to repay the Paris bank with 
fewer dollars. In William H. Coverdale,5§ the taxpayer borrowed Canadian 
dollars from a Canadian bank. The money borrowed was used for the 
purchase of securities on which the taxpayer incurred a loss. Subse- 
quently, the Canadian dollars declined in value and again the taxpayer was 
able to discharge his debt with fewer dollars. In both cases the taxpayer 
was held not to have realized a taxable gain.®® The decision in each case, it 
is true, purported to rest on the ground that the borrowing and return of a 
commodity cannot give rise to a gain or loss, and that the foreign money 
was a commodity. 

It seems, however, that the foreign money while putatively considered 
a commodity, was not actually treated as one. To be specific, in the Good- 
rich case, it is apparent that the taxpayer received an economic benefit from 
the decrease in its debt. Since there were more than two parties involved 
in the transaction, there was not a mere borrowing and return of property, 
although the court considered it to be such. It is not the same as if the tax- 
payer borrowed eleven bars of gold from the bank and then returned them, 
which is the analogy used by the court. If the francs were a commodity, 
there was a short sale which was covered when the francs were repaid to 
the bank.®® Since this short sale resulted in a profit there would be taxable 
income. 


571 T.C. 1098 (1943). 

58 P-H 1945 T.C. Mem. Dec. 4 45240. 

59 In these cases it should be noted that there is no difference in result ensuing from 
the treatment as a commodity, as differentiated from a medium of exchange, since there 
would have been no taxable event if the foreign money had been considered to be a 
medium of exchange. However, failure to tax is inconsistent with the commodity theory 
but consistent with the medium-of-exchange theory. 

60 A short sale, of course, is merely a transposed ordinary sale, i.e., the sale pre- 
ceding the purchase. When the taxpayer borrowed the francs and gave them to its 
subsidiary in exchange for an account receivable, this was the equivalent of a sale on 
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If, however, the francs were treated, not as a commodity, but as a 
~ medium of exchange, the transaction would not be taxable since it was not 
yet complete. It would not be complete until the asset acquired with the 
francs, the account receivable from the subsidiary, had been paid to the 
taxpayer so that its value in dollars could be determined. Furthermore, it 
seems that the Tax Court did recognize this aspect of the transaction when 
it stated that the transaction was not closed and the question of whether it 
would result in gain or loss is one which could not be decided at that time.*! 
Again, in the Coverdale case, if the Canadian dollars had been treated 
as a commodity, the taxpayer would have made a short sale of securities 
and realized a taxable gain,®* and yet the court held that there was no gain. 
The court also stated that since the dealings in the stock resulted in a loss, 
and the overall result of the taxpayer’s dealings was a loss, he could not 
realize a taxable gain.** Only by treating the foreign money as a medium of 
exchange integrated with the commercial transaction can the loss on the 
stock be considered as a counteractant to the gain due to the decline in value 
of the foreign money. 

This latter statement by the Tax Court as based on the only Supreme 
Court case dealing with the tax consequences of fluctuations in foreign 
exchange—Bowers v. Kerbaugh Empire Co. In Kerbaugh Empire, the 
taxpayer borrowed German marks over a period of three years. The 
taxpayer loaned the marks to its wholly-owned subsidiary for the perform- 
ance of construction contracts, which contracts resulted in large losses. The 
value of marks declined greatly, thus allowing the taxpayer to repay its 
loan at a very substantial saving in dollars. The losses on the construction 
contracts, however, exceeded this diminution in the taxpayer’s debt. The 
Supreme Court held that since the entire transaction resulted in a loss, there 
was no taxable gain.® 

Thus, the Supreme Court apparently proceeded on the basis that for- 
eign money was a medium of exchange and not a commodity; that the cost 


credit. When the taxpayer repaid the loan to the bank, this would be the equivalent of 
a purchase if the foreign currency were a commodity. For a discussion of the applica- 
bility of the short sale analogy to foreign money, see Roberts, Borrowings in Foreign 
Currencies, 26 Taxes 1033 (1948). 

61 B. F. Goodrich Co., 1 T.C. 1098 (1943). 

82 See note 60 supra. 

83 William H. Coverdale, P-H 1945 T.C. Mem. Dec. 4 45240. 

4 If the foreign money was a commodity, dealings in which resulted in a gain one 
year and a loss in another year, there could be no offset, since income is determined 
on an annual basis. Burnet v. Sanford & Brooks Co., 282 U.S. 359, 51 Sup. Cr. 150 (1931). 
On the other hand, if the foreign money is a medium of exchange, there can be no gain 
or loss until the debt is paid and the cost is determined. See Hirsch v. Comm’r, 
115 F.2d 656 (7th Cir. 1940). 

85 271 U.S. 170, 46 Sup. Ct. 449 (1926). 
86 Ibid, 
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of construction was lower than originally reported because the marks 
cost less than anticipated, but that this cost was still above the income from 
construction. This decision has been severely criticized,®* but it has never 
been overruled and is still considered a governing precedent by the recent 
cases.®8 It is consistent with the theory that foreign money is a medium of 
exchange when it is not the goal of the transaction, and it is therefore 
thought that the case evinces the correct view. However, the case would 
have been more helpful if it had explicitly adopted the medium-of-exchange 
theory, because the desired result could thus be reached with less casuistry, 
and an intelligible basis for the decision of future cases could have been 
provided. 


SALE OF GOODS ABROAD 


Turning to the converse type of transaction, it may be noted that the 
volume of exports from this country is considerable,®® and yet there are 
few cases litigating the effect on an exporter of fluctuations in the rate of 
exchange. This paucity of authority no doubt stems from the fact that 
ordinarily the sales price of exported goods would be quoted in terms of 
American dollars, thus placing the risk of fluctuations on the foreign 
buyer.” 

In one case,”1 however, the taxpayer did do construction work in a 
foreign country for a foreign corporation and was to be paid in foreign 
currency. The taxpayer accrued the amount due on the construction work 
as income and paid taxes on that amount. The debt was not paid when due 


®7 One reason for the denunciation of this case is that it fails to recognize income 
resulting from the cancellation of indebtedness and that United States v. Kirby Lumber 
Co., 284 U.S. 1, 52 Sup. Cr. 4 (1931), has, therefore, overruled it in this respect. See 
Warren and Sugarman, Cancellation of Indebtedness and Its Tax Consequences, 40 
Cotum. L. Rev. 1326, 1329 (1940); Macitt, TaxaBLe INCOME 249-254 (rev. ed. 1945). 
However, this objection is apparently without merit since the Tax Court stated in 
William H. Coverdale, supra note 63, that this type of transaction was not a cancella- 
tion of indebtedness, since the taxpayer paid exactly what he owed. 

It should be mentioned that if the foreign money transaction were treated as a 
discharge of indebtedness at a discount, in the case of a corporation the discount could 
be excluded from gross income and applied as a reduction of basis in conformity with 
the medium-of-exchange theory. This could be done at the corporation’s choice. INT. 
Rev. Cope or 1954, §§ 108(a) (1) (A), 1017. An individual taxpayer can choose to exclude 
the discount from gross income and apply it as a reduction to basis only when the debt 
was incurred in connection with property used in his trade or business. Int. Rev. Cope 
oF 1954, § 108(a) (1) (B). 

88 William H. Coverdale, supra note 63; Willard Helburn, Inc. v. Comm’r, 214 
F.2d 815 (1st Cir. 1954). 

68 See note 1 supra. 


70 Tf the price of a sale is $1,000.00 at a time when a dollar is worth 20 pesos, even 
if the dollar is worth 25 pesos when the debt is paid, the seller receives $1,000.00. The 
fluctuation in no way affects the seller. 


71 Foundation Co., 14 T.C. 1333 (1950). 
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but was paid in subsequent years after the foreign money had decreased in 
“value. The taxpayer was held to have suffered deductible losses to the extent 
of the decrease in value. 

It is thus apparent that the Tax Court was not treating the foreign 
money as a commodity, for if it were a commodity when the taxpayer re- 
ceived his full payment there would be a mere lending and return of 
property upon which there could be no gain or loss.” The court stated that 
this debt resulted from the taxpayer’s business, that the transaction had tax 
consequences, and that this was not a mere borrowing and return of prop- 
erty.™ In effect then, the court allowed a downward adjustment of the 
sales price at the time the transaction was closed, which is the converse of 
O.D. 489, and which thus treats the foreign money as a medium of ex- 
change. 


LOANS REPAYABLE IN FOREIGN CURRENCY 


As in the case of sales abroad, when an American taxpayer makes loans 
to foreign persons or companies, problems from fluctuations in currency 
are not likely to arise, since the loan probably will be repayable in dollars. 

One case, Haviland v. Edwards,™ involved a loan by an American 
which was repayable in German marks. After the loan was made, marks 
became cheaper and the taxpayer claimed a loss before the loan was re- 
paid. The court held that no loss could be taken until the transaction was 
closed out. 

Since the court indicated that a gain or loss would result when the 
loan was repaid, it is obvious that the marks were not being treated as a com- 
modity, for, as previously stated, the borrowing and return of property 
cannot result in gain or loss.” 


RECEIPT OF FOREIGN MONEY AS INCOME 


Another type of transaction which may involve tax problems due to 
fluctuations is one where a person subject to income taxes in the United 
States receives income from foreign sources. This income may consist, for 
example, of dividends on stock held in a foreign corporation or interest on 
money deposited in a foreign bank. 


72 A borrowing and returning of property cannot result in a taxable gain. General 
Motors Corp., 35 B.T.A. 523 (1937); North American Mortgage Co., 18 B.T.A. 418 
(1929). 

73 The capital gain and loss provisions do not apply since the taxpayer upon re- 
ceipt of the foreign currency immediately converts it into United States money. The 
foreign currency is thus considered to be held for sale to customers in the ordinary 
course of business and is not a capital asset. Foundation Co., supra note 71. 

7420 F.2d 905 (2d Cir. 1927). 

7 See note 72 supra. 
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Of course, this income which is amenable to taxes must be expressed in 
terms of United States money.”® The rate of exchange at the time of re- 
ceipt governs in making the computation.”7 If there is no actual receipt 
as when interest is credited to a taxpayer’s account in a foreign bank, it is 
still taxable income and should be converted into dollars at the time credit 
is given.78 

In 1.T. 2404,7® the taxpayer inherited a mortgage note from a German 
relative. The note was paid in 1920, and part of the proceeds were reinvested 
in another note which was paid in 1921. This amount was reinvested in bonds 
of a German corporation which were payable in marks. Marks had almost 
no value in 1923, but, in 1927, the taxpayer by operation of the German 
revaluation law received new marks with value in American money. It was 
held that this was a series of transactions resulting in a gain or a loss to the 
taxpayer for the year in which each of the transactions terminated by pay- 
ment. There was gain or loss depending on whether the marks received in 
payment, measured in American dollars, were in excess of or less than the 
taxpayer’s basis measured in American dollars at the time of the acquisition. 

In S. E. Boyer,®° a taxpayer received part of his United States Army 
salary in European currency at the official rate of exchange which rate was 
less favorable than the free market rate. In that case it was held that the 
official rate was correct for conversion into United States money, because 
it was not shown that the taxpayer could not redeem his foreign currency 
upon leaving the foreign country at the full official rate. The court did not 
state that the official rate must be used in all situations, however, and per- 
haps if the taxpayer can show that the foreign currency received has been 
expended and is not therefore redeemable at the official rate, he could use 
the free rate of exchange in making the conversion.*! 


BUSINESS CONDUCTED ABROAD 


A taxpayer may also receive income from a trade or business conducted 
in a foreign country. This business may be conducted by means of a branch 
or a subsidiary. 

If the taxpayer employs the device of an incorporated subsidiary for his 
foreign business, the subsidiary is regarded as a separate and distinct entity.** 


76 Frank W. Ross, 44 B.T.A. 1 (1941); O. D. 1066, 5 Cum. Butt. 66 (1921); O. D. 
419, 2 Cum. BuLL. 60 (1920); O. D. 459, 2 Cum. Butt. 60 (1920). 

1 Ibid. 

78 QO. D. 809, 4 Cum. Butt. 234 (1921). 

79 VII-1 Cum. Butt. 84 (1928). 

8°9 T.C. 1168 (1947). 

81 See Special Ruling, CCH 1935 Sranp. Fev. Tax Rep. 4 6201, where it is stated 
that that rate of exchange should be used which most clearly reflects the taxpayer’s 
income. 

82 G.C.M. 4954, VII-2 Cum. Butt. 293 (1928). 




















FAL] NOTES 609 
The profit and loss is computed in terms of the foreign currency and the 
~ American taxpayer merely reports the dividends received at the rate of 
exchange on the date of receipt.8* The value of the investment cannot be 
varied although the foreign exchange fluctuates, since there is no closed 
transaction. Only when the subsidiary is liquidated can a gain or loss on 
the investment be reported.® 

Taxation of income from foreign branches is somewhat more complex. 
In O.D. 550,®° it was stated that the net profits of a foreign branch should 
first be computed in the foreign currency. Amounts remitted to the United 
States during the year should be converted into dollars at the rate of ex- 
change in effect at the date of remittance. The balance should be converted 
at the rate of exchange as of the end of the taxable year whether or not the 
net profits have been remitted to the home office. This method of account- 
ing was approved by the Tax Court in American Pad and Textile Co.,®* but 
it was stated that this method was not exclusive. 

Under this method, assume that a taxpayer had invested $100,000.00 in 
the foreign branch when the exchange rate was $4.00 to one pound. If the 
taxpayer received 1,000 pounds from the branch during the year, he would 
receive taxable income of $4,000.00. Even if the exchange rate dropped to 
$3.00 at the end of the year so that its investment was now worth only 
$75,000.00, the taxpayer would be taxed on the $4,000.00. 

A different result was reached in Frederick Vietor & Achelis v. Salt’s 
Textile Mfg. Co.8* In that case the exchange rate of the franc dropped so 
that the taxpayer’s investment, which had been worth $1,132,593.00, was 
now worth only $863,637.00. Thus, although there was a profit in terms of 
francs from the operation of the branch, the taxpayer was allowed to deduct 
a loss. 

The court stated that francs are not securities when employed as a 
measure of payment in the ordinary course of commerce. They are symbols 
of value necessarily employed in localities which will recognize no other 
symbols of value. The conversion of these francs into dollars was but 
the translation of French into English. Since income accrues only in terms 
of dollars and there are fewer dollars, there is no gain but rather a loss. 

Although this decision can be taken only to establish a rule for foreign 
branch accounting, it is one of the best judicial expressions indicating that 
foreign money is often a medium of exchange. Specifically, then, it pro- 
vides an acceptable accounting method for receipt of income from a foreign 


88 Klarmann, Gains and Losses on Foreign Exchange, 29 Taxes 717, 722 (1951). 
84 Ibid. 

852 Cum. BULL. 61 (1920). 

86 16 T.C. 1304 (1951). 


8726 F.2d 249 (D. Conn. 1928). See also O. D. 489, 2 Cum. Butt. 60 (1920); 
A.RR. 15, 2 Cum. Butt. 60 (1920). 
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branch, and, generally, it provides strong support for the theoretical prin- 
ciples suggested to solve the problems arising from fluctuations.** 


CONCLUSION 


To encourage foreign trade, it is essential that the tax problems which 
will arise in connection therewith have easily determinable solutions. The 
cases to date have involved only a few of the problems which can arise and 
even in this area inconsistent solutions have been proffered. Further con- 
fusion will best be avoided and certainty promoted, if consistent principles 
are adhered to in all types of transactions. It is thought that use of princi- 
ples developed from the legal theory of foreign money will serve to provide 
this consistency. And since from a practical approach these principles 
seem to best conform with the businessman’s approach to the problem, the 
business world would no doubt favor their acceptance. 

These principles consist of treating foreign money as a commodity 
when it is an object of the transaction, and as a medium of exchange when 
it fulfills the function of domestic currency. Inspection shows that several 
cases have explicitly accepted these principles, and that many more have 
done so in effect. All future cases should utilize them. 

ALvIN BusH 


88 Problems of “blocked currency” are most pronounced in this type of transaction. 
Some of these problems may be eliminated, however, under proposed legislation. In 
President Eisenhower’s special message to Congress, 101 Conc. Rec. 160 (daily ed. Jan. 
10, 1955), he proposed to defer taxation of income from foreign branches until it is 
removed from the country in which it is earned. For the present state of the law involv- 
ing “blocked currency,” see the articles suggested in note 3 supra. 




















Comments 


A DEFENSE OF TEACHER DISMISSAL FOR CLAIMING THE 
THE PRIVILEGE AGAINST SELF-INCRIMINATION 


The fifth amendment to the United States Constitution provides in 
part that “no person . . . shall be compelled in any criminal case to be a 
witness against himself.” These few words, embodying the privilege against 
self-incrimination, have been the subject of voluminous writings in che wake 
of recent congressional investigations. While the problems currently arising 
under this amendment are numerous, the scope of this article has been 
limited to a single aspect, i.e., the ramifications of the privilege in the teach- 
ing profession. 

Apparently the privilege was little more than an idea until the 17th 
century,! and the manner of its formulation as a rule of law remains a 
subject of much speculation. Then in 1637, in Lilburn’s Case, the privilege 
was established in a criminal prosecution.” The holding of this case “. 
seems to have been enough to establish the privilege against self-incrimina- 
tion as a part of the Common Law.”* While the privilege was deeply 
imbedded in the common law, apparently it was not an important issue 
during the colonial and revolutionary periods in America. However, the 
privilege was a burning issue in France * during the American Revolution, 
and this might have prompted its incorporation into the fifth amendment.® 
The status of the privilege as a legal or moral right in the United States 
today has been the subject of vigorous dispute among judges and text 
writers. Prominent persons in the law have characterized the privilege as a 
right of dubious value.* But regardless of its status, the privilege is still 
with us; unchanged except for interpretation by the courts. 


1 Griswo_p, THE 5TH AMENDMENT Topay 2 (1954). 

*3 How. St. Tr. 1315 (Star Chamber, 1637). In this case the House of Commons 
put an end to the centuries’ old practice of interrogating the accused under oath, hold- 
ing that it was illegal to punish an accused for his refusal to answer incriminating ques- 
tions put to him by the Star Chamber. 

The phraseology of the amendment, “. . . in any criminal case,” is suggestive of 
the historical beginning of the privilege in the criminal law. 

3 GRISWOLD, THE 5TH AMENDMENT Topay 3 (1954). 

* The privilege in France, as in England, seems to have been prompted by public 
indignation against sworn interrogation of the accused. See 8 Wigmore, EvipeNce § 
2250 (3d ed. 1940). 

5 “Possibly the First Congress, influenced by the French agitation but unwilling to 
restrict legislative prerogatives, consciously limited the privilege to criminal prosecutions, 
and so indicated by the inclusion of the phrase ‘in a criminal case.’ The phrase was 
specifically inserted by amendment on the floor of the House of Representatives, not 
having been included in the original committee draft.” Williams, Problems of the Fifth 
Amendment, 27 ForpHaM L. Rev. 19, 32 (1955). 

®In Twining v. New Jersey, 211 U.S. 78, 113, 29 Sup. Cr. 14, 25 (1908) Justice 
Moody wrote “It has no place in the jurisprudence of civilized and free countries out- 
side the domain of the common law and it is nowhere observed among our own people 
in the search for truth outside the administration of the law.” Justice Cardozo in an 
opinion concurred in by Justices Black, Brandeis, Stone, Roberts and Hughes, stated that 
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Since the fifth amendment’s enactment in 1789, the scope of the 
privilege has been progressively expanded by judicial interpretation.’ Now 
the privilege applies to witnesses in civil ® as well as criminal cases, in de- 
positions,® in grand jury investigations,!° in hearings before legislative com- 
mittees,’? and administrative boards.!? 

A problem of considerable proportions has been generated by the 
invocation of the privilege by teachers when asked about their possible 
communist affiliations. Only three states, New York, California, and Massa- 
chusetts, and the Federal District Court for the Western District of Missouri 
are known to have considered this precise problem. New York City took 
the first step in this area when in 1937 it enacted a charter provision which 
made a teacher’s failure to testify before an investigation committee grounds 
for automatic dismissal.1* In Goldway v. Board of Higher Education ‘4 
the New York court upheld a teacher’s dismissal under this provision for 
invoking the privilege against self-incrimination, and ruled that such a 
dismissal violated neither the purpose of the privilege against self-incrimina- 
tion nor due process. The court was of the opinion that the teacher had a 
right to the privilege but no right to be a teacher.!®> Subsequent New York 


“this [privilege against self-incrimination] too might be lost and justice still be done. 
Indeed, today as in the past there are students of our penal system who look upon the 
immunity as a mischief rather than a benefit, and who would limit its scope, or destroy 
it altogether. No doubt there would remain the need to give protection against torture, 
physical or mental. Justice, however, would not perish if the accused were subject to 
a duty to respond to orderly inquiry.” Palko v. Connecticut, 302 U.S. 319, 325, 58 
Sup. Ct. 149, 152 (1937). Legal periodicals were filled with articles condemning the 
privilege during the early years of the 20th century. See Terry, Constitutional Privi- 
lege against Forcing Self-Incrimination, 15 Yate L. J. 127 (1906); Carman, A Plea for 
the Withdrawal of Constitutional Privilege from the Criminal, 22 Minn. L. Rev. 200 
(1938). 

™ Despite the language of the Federal Fifth Amendment and many similar state 
provisions, purporting to limit the protection to criminal cases, it is clear that the 
privilege of a witness not to answer incriminating questions extends to all judicial or 
official hearings, investigations or inquiries where persons are called upon formally to 
give testimony.” McCormick, EvieNce 259 (1954). 

8 McCarthy v. Arndstein, 266 U.S. 34, 45 Sup. Ct. 16 (1924). 

® Phelps v. Phelps, 133 N.J. Eq. 392, 32 A.2d 81 (1943). 

10 United States v. Monia, 317 U.S. 424, 63 Sup. Ct. 409 (1943); Counselman v. 
Hitchcock, 142 U.S. 547 (1891). 

11 United States v. DiCarlo, 102 F. Supp. 597 (N. D. Ohio 1952). The Supreme 
Court has never passed on the applicability of the privilege in congressional investigations. 
See Note, Applicability of Privilege against Self-Incrimination to Legislative Investiga- 
tions, 49 CoLum. L. Rev. 87 (1949). 

12 Smith v. United States, 337 U.S. 137, 69 Sup. Cr. 1000 (1949). 

18 New York City CHarter § 903 (1937). 

14178 Misc. 1023, 37 N.Y.S.2d 34 (1942). 

15 The basis for this statement is found in the statement of Judge Holmes in 
McAuliffe v. City of Bedford, 155 Mass. 216, 29 N.E. 517 (1892). “The petitioner may 
have a constitutional right to talk politics, but he has no constitutional right to be a 
policeman.” This doctrine has had general application to all public employees. 
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cases have also upheld teacher dismissals under similar circumstances but on 
the basis that since membership in the Communist Party was not criminal, 
the privilege did not apply to questions concerning the witnesses’ possible 
Party affiliations.1* Therefore, a refusal to testify implied “intellectual dis- 
honesty,” and provided adequate grounds for dismissal. 

Similar results have been reached in California and Massachusetts, but 
by judicial decision rather than statute. Two recent California cases have 
dealt with the problem. In Board of Education v. Eisenberg '* the appellate 
court affirmed the dismissal of a teacher who, in violation of a school board 
rule, invoked her constitutional privilege against self-incrimination in re- 
fusing to answer the question “Are you a member of the Communist Party 
of Los Angeles County?” propounded by the California Senate Fact-Find- 
ing Committee on Un-American Activities. The rule provided in part 
for dismissal of a teacher who refused to answer questions asked by duly 
authorized investigating committees relative to Communist Party member- 
ship. In holding the rule valid as applied, the court concluded that unless 
the board had such means to discover possible Communists it would be 
unable to discharge its duty of protecting the schools from traitors and 
preserving American ideals.!* In another case arising under the same rule, 
the California Supreme Court held that a refusal to testify was good cause 
for dismissal; that a public school teacher did not have a right to his 
position after invoking his constitutional privilege against self-incrimi- 
nation.?® 

In Massachusetts the leading authority is Faxon v. School Committee 
decided in 1954. Here a teacher was dismissed for “conduct unbecoming 
a teacher” in declining to answer questions concerning his membership in 
the Communist Party under the aegis of the privilege against self-incrimina- 
tion. The court held that it was the primary responsibility of the school 
board, not the court, to determine grounds for dismissal. 

The first federal case in this general area was Garner v. Board of 
Public Works,?! in which the Supreme Court held that municipal em- 
ployees could properly be dismissed for refusal to disclose by affidavit 
whether or not they were or ever had been members of the Communist 
Party. A similar result was reached in the recent case of Davis v. University 


16 Shalkman v. Board of Higher Education, 282 App. Div. 718, 122 N.Y.S. 2d 286 
(1952); Daniman v. Board of Education, 202 Misc. 915, 118 N.Y.S. 2d 487 (1951). For 
other lines of reasoning see: Adler v. Wilson, 282 App. Div. 418, 123 N.Y.S. 2d 655 
(1953); Koral v. Board of Higher Education, 197 Misc. 221, 94 N.Y.S. 2d 378 (1950). 


17 129 Cal. App. 2d 732, 277 P.2d 943 (1954). 


18 Accord, Fraser v. Regents of University of California, 39 Cal. 2d 717, 249 P.2d 
283 (1952). 


19 Board of Education v. Wilkinson, 125 Cal. App. 2d 100, 270 P.2d 82 (1954). 
0 331 Mass. 531, 120 N.E.2d 772 (1954). 
21 341 U.S. 716, 71 Sup. Cr. 909 (1951). 
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of Kansas City ** which held that a professor’s refusal, on constitutional 
grounds, to answer questions propounded to him by university officials as to 
his Communist Party membership constituted “adequate cause” for dis- 
missal. The court justified the result on several grounds, viz., “. . . he [the 
professor] did not have a constitutional right to remain a public school 
teacher,” and “the public will not stand, and they ought not to stand, for 
such reticence or refusal to answer by the teachers in their schools.” ** 
These cases reflect the situation as it stands today,”4 but the various reasons 
expressed by the courts in reaching these results are no more than con- 
clusions. The real basis for the decisions lies deeper. 

Clearly, the mere fact of invoking the privilege is not the foundation 
for the dismissal, rather it is the inference that may reasonably be drawn 
from such a claim. A plausible inference suggests itself; either the witness 
is a communist or he is a perjurer. The witness’ invocation of the privilege 
when asked, “Are you a member of the Communist Party?” must be either 
proper or improper. In order for the invocation to be proper, the answer 
would have to have been incriminating as the privilege only protects 
against the giving of such answers. Since mere membership in the Com- 
munist Party may now be criminal,” or at least an element which could be 
woven into a chain of evidence resulting in a conviction under the Smith 
Act,?6 to answer the question affirmatively would be incriminating. There- 
fore, the only possible conclusion, if the invocation of the privilege has 
been proper, is that the witness is a member of the Communist Party. On 
the other hand, if the witness is not a communist, the use is improper as 
the answer could not possibly be incriminating. By claiming the privilege 
under oath, he falsely represents that the answer would be incriminating 
and is therefore guilty of perjury.?7 Thus, in either alternative the person 
who avoids answering the question by invoking the privilege has con- 
demned himself as a member of the Communist Party or as a perjurer. 

Admitting that this inference might /ogically be drawn, several writers 
have said that there are situations where such an inference is unwarranted; 
that a non-communist may have moral justifications for claiming the 
privilege which should outweigh the inference of perjury. In his book 


“2.129 F. Supp. 716 (W.D. Mo. 1955). 

°3 Id. at 718. 

*4 The possible effects of the new Federal Immunity Statute have not been taken 
into consideration. 

*5 Act of Aug. 24, 1954, c. 886, 68 Srar. 775 (codified in scattered sections of 50 
USC,). 
7662 Srat. 808 (1948), 18 U.S.C. § 2385 (1952). 

*7 Chief Justice Marshall said “If, in such a case, he says upon his oath that his 
answer would criminate himself ... (i)f the declaration be untrue, it is in conscience 
and in law as much a perjury as if he had declared any other untruth upon his oath 

..”’ United States v. Burr, /n re Willie, 25 Fed. Cas. 38, 40, No. 14692e (C. C. D. Va. 
1807). 
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on the fifth amendment, Dean Griswold says “a person may fear and 
honestly fear the risk of prosecution even though he knows he has com- 
mitted no crime. He is entitled to claim the benefit of the privilege in such 
a case, and the inference that he has committed a crime is simply wrong.” 78 
To illustrate his point he sets up a hypothetical professor. The professor 
joined the Communist Party in the middle 1930’s when it was a perfectly 
legal political party espousing an anti-fascist doctrine that appealed to him. 
On viewing subsequent changes in the Party, he became disillusioned and 
drifted away, but remained convinced that his original action in joining 
was proper. When asked about his current party affiliations, the professor, 
knowing that he is not now a member of the Party, nevertheless invokes 
the privilege, feeling that he has moral justifications for so doing. These 
moral justifications are that he believes his conduct was innocent but fears 
that his testimony might somehow be used to show he was a communist, 
and that he fears his testimony might expose his friends who he feels have 
done no wrong. It has also been suggested that there is a second situation; 
a professor who is not a party member, never was, and had no contacts 
whatsoever with the party. Nevertheless, when asked if he is or ever was a 
member of the Communist Party, he invokes the privilege because he abhors 
inquiries into beliefs and feels that the question asked traverses his right of 
privacy or academic freedom. 

Upon close scrutiny all of these justifications break down. As to the 
first professor, if he knows that his conduct was innocent, the fact that it 
might be misinterpreted is not a sufficient reason for depriving the court 
of the evidence sought. As to his friends the privilege has no application 
under any circumstances, since it is personal to the witness and not trans- 
ferable. Inquiry into the external fact of membership in the Communist 
Party has nothing whatsoever to do with “beliefs.” This is so even if 
membership was induced by a belief. Assuming that he does have a right 
of privacy or academic freedom in such a case, these rights are secured by 
the first and not the fifth amendment and therefore the use of the fifth 
is improper. The privilege against self-incrimination has no application to 
a person who refuses to answer not because the answer would be incrimi- 
nating, but because he feels he has a constitutional right not to answer.?® 
When the witness is not a member of the Communist Party, clearly there 
is no legal justification for invoking the privilege. The basis for a moral 
justification is at best doubtful. Therefore, a person relying on such a 
justification is obstructing justice by resorting to the privilege as a sub- 
terfuge without legal justification. Such a person is a perjurer and an 
inference to that effect would seem warranted. 


28 GRISWOLD, THE 5TH AMENDMENT T opay 57 (1954). 


29 Whether or not a refusal to answer under the first amendment would be justified 
is not discussed here. 
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Action based upon this inference, which in turn was based on the in- 
vocation of the privilege, is not in derrogation of the purpose of the 
privilege. The purpose of the privilege is to permit the witness to refuse 
to give evidence against himself and prevent his prosecution for such a 
refusal. On the other hand, the purpose of the privilege is not to protect 
the reputation of one who invokes it. Its invocation by a teacher is not 
meant to leave him with an uncontestable professional “clean slate.” The 
inference would seem to be more than reasonable grounds upon which to 
predicate the dismissal of a teacher. In the light of the current hostility of 
the American public to Communism, if a teacher is a member of the Com- 
munist Party, his capability to discharge the duties of his office has been 
impaired. On the other hand, if a teacher is a perjurer he can hardly be 
considered a desirable example of honesty and integrity for American 
youth. He has obstructed the orderly administration of justice by resorting 
to the constitutional privilege for no legal reason or on the basis of a 
questionable moral justification. Any teacher whose character and ability 
is tainted by such an inference is degraded in the eyes of the public and 
his students. His value to his students is so badly impaired, and the school’s 
standing is so severely harmed, that his dismissal would seem imperative. 

This area of the law is new and unsettled but this much is clear—the 
trend in all the cases is to uphold the discharge of a teacher for claiming 
the privilege against self-incrimination. The foundation for these decisions 
seems sound and has been applied in most jurisdictions which have con- 
sidered the problem. 

Joun C. Feiricu 

















Recent Decisions 


CORAM NOBIS—Showing of Innocence Unnecessary to Vacation of 
Judgment. (Federal) 


In 1939, Robert Morgan pleaded guilty to a charge of mail fraud and 
was sentenced by a federal district court to four years imprisonment. He 
served the term and was released. In 1950, he was convicted of a crime in 
New York, and sentenced as a second offender‘! on the basis of the prior 
conviction. In 1952, he applied to the district court of original sentence 
for a common law writ of error coram nobis to have the sentence vacated 
on the ground that he had been denied his constitutional right to counsel, 
and that he had not waived such right.2 The district court, treating the 
application as one made under 28 United States Code, section 2255,° 
denied the writ on the ground that petitioner was no longer in custody. 
Reversed and remanded by the Second Circuit ¢ and affirmed on certiorari 
to the Supreme Court.> On remand to the district court,® it was found as 
a fact that petitioner had been deprived of his right to counsel, but applica- 
tion was denied. On appeal to Second Circuit, held: Reversed. Criminal 
conviction in a case where defendant has been denied the fundamental right 
to assistance of counsel is void, and judgment will be vacated on motion in 
the nature of writ of error coram nobis even though defendant has not 
shown that a different trial would lead to an acquittal. United States v. 
Morgan, 222 F.2d 673 (2d Cir. 1955). 

The writ of error coram nobis is a common law writ developed during 
the sixteenth century. It is designed to allow attack in the sentencing court 
to vacate a conviction after the term of court, for error of fact? not ap- 
pearing in the record and which defendant had not negligently withheld 
from the court. 


1N.Y. Penat Law § 1941 (1944). The law prescribes sentence of a second or third 
offender for an indeterminate term, with a minimum of one half the maximum sentence 
of a first offender and a maximum of not more than twice the longest term which could 
be received by a first offender. 

2U.S. Const. amend. VI. “In all criminal prosecution, the accused shall enjoy the 
right . . . to have Assistance of Counsel for his defense.” 

3“A prisoner in custody under sentence of a court established by Act of Congress 
claiming the right to be released upon the ground that the sentence was imposed in 
violation of the Constitution or laws of the United States, or that the Court was without 
jurisdiction to impose such sentence, or that the sentence was in excess of the maximum 
authorized by law, or is otherwise subject to collateral attack, may move the court which 
imposed the sentence to vacate, set aside or correct the sentence. A motion for such 
relief may be made at any time.” 64 Strat. 803 (1948), as amended, 28 U.S.C. § 2255 
(1954). 


4 United States v. Morgan, 202 F.2d 67 (2d Cir. 1953). 

5 United States v. Morgan, 346 U.S. 502, 74 Sup. Ct. 247 (1954). 

6 United States v. Morgan, 122 F. Supp. 623 (N.D.N.Y. 1954). 

7 Error of fact is here to be distinguished from error of law. United States v. Steese, 
144 F.2d 439, 447 (3d Cir. 1944). , 
61 
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The writ lies only on an error which goes to the validity and regularity 
of the proceeding itself,* and is available only in the absence of other 
remedy.® 

As late as 1914, the Supreme Court had refused to pass directly on 
whether the writ was available in federal courts in criminal cases.!° But 
in United States v. Morgan, ™ the Court held that the district court was 
empowered to issue the writ under the all-writs section.!2 While the 
Supreme Court did not expressly recognize the availability of coram nobis 
in criminal cases until 1954, it had been commonly allowed in the majority 
of the circuits.4* Denial of right to counsel was first used as grounds for 
the writ in United States v. Steese, a 1944 case. 

United States v. Moore,® drawing its result from the older cases in- 
volving other than constitutional questions, established standards to be 
observed in granting coram nobis. The rules are as follows: (1) petitioner 
must allege his innocence and set forth a defense of which he had been 
deprived, showing a probable different result in a constitutionally conducted 
trial; (2) petitioner must, if possible, have raised the issue at the time of his 
conviction as a second offender, or be held to have waived the right to do 
so; *® and (3) petitioner must not have slept on his rights. 


8 United States v. Morgan, 346 U.S. 502, 74 Sup. Ct. 247 (1954). Frank, Coram 
Nosts (1953); Comment, 20 Va. L. Rev. 423 (1934). 

® Petitioner here had no other available remedy. Collateral attack by habeas corpus 
is available only to those illegally detained at the time relief is sought. 62 Stat. 964 
(1948), as amended, 28 U.S.C. § 2241 (1954). 

10 United States v. Mayer, 235 U.S. 55, 35 Sup. Ct. 16 (1914). 

1 346 U.S. 502, 74 Sup. Ct. 247 (1954). 

1262 Srat. 944 (1948), as amended, 28 U.S.C. § 1651(a) (1954). The decision was 
reached in spite of the reviser’s note to 28 U.S.C.A. § 2255, “This section restates, clari- 
fies and simplifies the procedure in the nature of the writ of error coram nobis.” This 
note, together with Fep. R. Civ. P. 60(b) expressly abolishing coram nobis in civil cases 
had cast considerable doubt on its availability in federal courts. 

13 Allen v. United States, 162 F.2d 193 (6th Cir. 1947); Roberts v. United States, 
158 F.2d 150 (4th Cir. 1946); Garrison v. United States, 154 F.2d 106 (5th Cir. 1946); 
United States v. Steese, 144 F.2d 439 (3d Cir. 1944); Robinson v. Johnston, 118 F.2d 
998 (9th Cir. 1941). 

14 144 F.2d 439 (3d Cir. 1944). Such grounds were not among those recognized by 
the old cases, however the courts have apparently treated the question of whether ac- 
cused competently waived his right to counsel as a question of fact bringing it within the 
scope of coram nobis. 

15 166 F.2d 102 (7th Cir. 1948). 

16 This point was not an issue in the instant case. Courts of New York, where 
petitioner is under sentence as a second offender, will not ordinarily review decisions of 
courts of other jurisdictions, unless such conviction can be said to be utterly void under 
New York law. Cf. People v. McCullough, 300 N.Y. 107, 89 N.E.2d 335 (1949). Thus, 
though conviction where accused did not enjoy the right to counsel may be considered 
void by a federal court, Johnson v. Zerbst, 304 U.S. 458, 58 Sup. Ct. 1019 (1938), the 
McCullough case holds that denial of right to counsel does not necessarily make the 
judgment of a foreign court subject to collateral attack. Therefore, Morgan could not 
have put the question of the validity of his first sentence before the New York court. 
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The reasoning of the Moore case was followed in other federal cases,"* 
‘and is developed in the dissenting opinion of the Supreme Court decision 
on the Morgan** case. The opinion of the Court in Morgan, however, 
which was followed by the district court and finally by the court of appeals 
in the instant case, is silent on the existence of these essentials though 
innocence was not alleged in Morgan’s petition and the judgment attacked 
was thirteen years old.!® The majority did, however, cite with apparent 
approval on another point, the Moore case and other decisions which fol- 
low its reasoning.?° 

Apparently it was the Supreme Court’s failure to comment on the 
point which led the court of appeals to the decision in the instant case 
that a showing of innocence on petitioner’s part is unnecessary. This 
decision appears to have every merit except age. 

In Johnson v. Zerbst, the Court laid down the rule that 


“cc 


.... If the accused . . . is not represented by counsel and has not 
competently and intelligently waived his constitutional right, the Sixth 
Amendment stands as a jurisdictional bar to a valid conviction and 
sentence ... The judgment of conviction is void. . . .” 7! 


If lack of counsel is so fundamental an error that it deprives the trial 
court of jurisdiction, it would seem that a conviction under such circum- 
stances should fall regardless of applicant’s innocence or guilt. Certainly 
this view is consistent with the use to which the writ has been put. Denial 
of due process has no logical connection with a showing of innocence, but 
should be examined independently, as in a habeas corpus proceeding. 

Further, as Judge Frank says in the instant case, 


“To hold that this defendant can be relieved of an unconstitutional 
conviction only if he makes a showing of innocence . . . would be to 
compound the unconstitutionality of his conviction, for it would shift 
to him the burden of proof, deprive him of the presumption of inno- 
cence, and leave his guilt or innocence to a judge, thus depriving him 
of a jury trial.” ?? 


However, it cannot be said with any degree of confidence that the 
decision in the instant case will be followed, making coram nobis consistent 


17 Farnsworth v. United States, 198 F.2d 600 (D.C. Cir. 1952); Bice v. United 
States, 177 F.2d 843 (4th Cir. 1949); United States v. Rockower, 171 F.2d 423 (2d Cir. 
1948). 

18 346 U.S. 502, 74 Sup. Ct. 247 (1954). 

19 The court holds in the instant case that petitioner is not barred by laches, “For 

. until February 1953 . . . few lawyers—and surely no laymen like defendant— 
thought such relief available; and as late as 1954, four justices of the Supreme Court be- 
lieved it was not.” United States v. Morgan, 222 F.2d 673, 675 (2d Cir. 1955). 

20 United States v. Morgan, 346 U.S. 502 n. 19, 74 Sup. Ct. 247 n. 19 (1954). 

*1 304 U.S. 458, 468, 58 Sup. Cr. 1019, 1029 (1938). 

*2 United States v. Morgan, 222 F.2d 673, 674 (2d Cir. 1955). 
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with other similar remedies. The opinion in the instant case is opposed to 
the near unanimous rule of the cases, which follow the Moore decision. 
It is submitted that the decision represents a forward step in securing 
to accused those rights which often exist only in theory. Our courts have 
hesitated to adopt new procedures, preferring to adapt the older remedies 
to new situations. The instant case represents an adaptation of the writ 
which is necessary in this new area. Certainly as modernized by this court, 
coram nobis is an important procedural protection against due process 
violations. But as the situation stands at present, conflicts between the 
circuits as to the standards for the writ are inevitable. Therefore, a decision 
by the Supreme Court squarely on the issue, and clarifying the basic rules 
under which application for the writ may be granted seems essential. 


KENNETH D. PALMER 


EVIDENCE—Exclusion of Unconstitutionally Obtained Evidence in Crimi- 
nal Actions, (California) 


In a prosecution for violation of bookmaking laws, local police had 
obtained evidence of bookmaking by the defendant through illegal entry, 
illegal search, and the placing of microphones in his dwelling without his 
consent. Defendant’s motion for a new trial was denied. On appeal, held: 
Reversed. Evidence obtained by such conduct violated the constitutional 
guarantees against unreasonable searches and seizures and was inadmissible 
in the prosecution of the defendant. People v. Cahan, 282 P.2d 905 (Cal. 
1955). 

The question of whether evidence obtained in violation of the consti- 
tutional prohibition against unreasonable searches and seizures is admissible 
in a criminal prosecution has been argued and reargued from its inception 
with no resulting agreement. The common law rule was that evidence 
otherwise admissible was not to be excluded because of illegality of the 
means by which it was obtained.1 This approach, though undesirable in 
many ways, had the virtue of being easy to apply in specific factual situ- 
ations—nothing was excluded. 

The first major departure from this view came in Weeks v. United 
States,2 where the Supreme Court held that evidence obtained through 
illegal search and seizure by federal officials would be excluded in a federal 
prosecution upon timely motion by the injured party defendant. The 
decision in Wolf v. Colorado® extended the exception by holding that 


1 Olmstead v. United States, 277 U.S. 438, 48 Sup. Cr. 564 (1928). 
2232 US. 383, 34 Sup. Cr. 341 (1914). 
3 338 US. 25, 69 Sup. Cr. 13 (1949). 
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the due process rights of the fourth amendment, including freedom from 
unreasonable search and seizure, applied to the states through the fourteenth 
amendment.® However, it was further stated that the exclusionary rule was 
only a judicially adopted rule of evidence, and as such could either be 
accepted or rejected by the states. In Rochin v. California® the Supreme 
Court set a limit to the admission of illegally seized evidence past which 
the state courts could not go. They held that evidence obtained by methods 
that “shock the conscience” * was inadmissible on due process grounds. 
This trend toward federal supervision was, however, halted in /rvine v. 
California,’ which limited federal interference with state evidentiary rules 
to situations involving physical coercion. But the majority opinion also 
suggested that in view of the Wolf doctrine, the states “may wish further 
to consider their evidentiary rules.’® And consider them the California 
court did. 

Although explicitly recognizing the supporting rationale of the com- 
mon law rule,!° the court specifically overturned its earlier decisions. The 
majority opinion pointed out that the Wolf and Irvine decisions required 
the states not adopting the exclusionary rule to provide an equally effective 
method of protecting the due process rights of the individual, and the court 
recognized that the present alternatives available under California law had 
not met this standard. Thus did California, as Illinois before it, discover 
that a system of civil and criminal remedies directed against the offending 
officials is not an effective protection of the right against unreasonable 
search and seizure.'1 The instant decision seems to be primarily based on 
a changing concept of due process in the area of search and seizure. The 
court declared: 


“ 


.... It is morally incongruous for the state to flout constitutional 
rights and at the same time demand that its citizens observe the law. 

. Moreover, any process of law that sanctions the imposition of 
penalties upon an individual through the fruits of official lawlessness 


4“The right of the people to be secure in their persons, houses, papers, and effects, 
against unreasonable searches and seizures shall not be violated, and no warrants shall 
issue, but upon probable cause, supported by oath or affirmation, and particularly de- 
scribing the place to be searched, and the persons or things to be seized.” U.S. Const. 
amend. IV. 

5“. |. nor shall any state deprive any person of life, liberty, or property without 
due process of law or deny to any person within its jurisdiction the equal protection 
of laws.” U.S. Const. amend. XIV. 

6 342 U.S. 165, 72 Sup. Cr. 205 (1952). 

7 Id. at 172, 72 Sup. Ct. at 209. 

SIrvine v. California, 347 U.S. 128, 74 Sup. Cr. 381 (1954). 

9 Id. at 134, 74 Sup. Cr. at 384. 

10“The rule admitting the evidence has been strorgly supported by both scholars 
and judges.” People v. Cahan, 282 P.2d 905, 910 (Cal. 1955). 

11For an excellent report of the effectiveness of civil and criminal sanctions di- 
rected against the offending searcher in Illinois, see Note, 47 Nw. U. L. Rev. 493 (1952). 
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4 


tends to the destruction of the whole system of restraints on the exercise 
of public force that are inherent in the concept of ordered liberty.” '” 


By discarding the non-exclusionary rule on due process grounds, the 
California court has taken a step forward, but it is not clear exactly where 
its foot came down. The majority seems to have adopted the federal rule, 
but to what extent will be determined only in future decisions. As the 
court itself points out: 


“.... In developing a rule of evidence applicable in the state courts, 
this court is not bound by decisions that have applied the federal rule, 
and if it appears that those decisions have developed needless refine- 
ments and distinctions, this court need not follow them.” ™ 


However, at least one of the federal refinements1* was adopted in the 
companion case of People v. Berger,’ where the court held that under 
the rule of the instant case, a photostatic copy of illegally seized evidence 
was inadmissable, because it was an indirect product of the illegal search. 

The dissenting opinion sharply criticizes the majority for its failure to 
proscribe a definite rule, but this criticism seems unwarranted. The ex- 
perience of Illinois with the federal rule has been that it is the most work- 
able method yet offered, but has not been the complete deterrent to un- 
reasonable search and seizure which is needed.’*° The California court has 
left the way open for the formulation of a remedy free from the objection- 
able features of the federal rule, and which may contain additional measures 
which would operate to deter more effectively governmental officials from 
making illegal searches and seizures. 

It may be hoped that the instant decision’s recognition of the im- 
portance of the individual’s right to freedom from unreasonable search 
and seizure may find its way beyond the borders of California. This 
change in viewpoint by the leading exponent of the non-exclusionary rule 
should induce some of the states following the common law rule to follow 
suit. It may also have an effect in those jurisdictions professing to apply 
the exclusionary rule by checking the tendency to weaken the rule 
through a process of creating exceptions to it. These exceptions have de- 
veloped in federal cases through a tendency to classify seized articles as 
public, rather than private property, and through expansion of the per- 
mitted area of search and seizure incident to lawful arrest.!7 


12 People v. Cahan, 282 P.2d 905, 912 (Cal. 1955). 
13 Td, at 915. 


14 The indirect or derivative use of evidence not itself admissible is prohibited. 
Silverthorne Lumber Company v. United States, 251 U.S. 385, 40 Sup. Cr. 182 (1920). 

15 282 P.2d 509 (Cal. 1955). 

16 See Note, Nw. U.L. Rev. 493 (1952). 


17 Davis v. United States, 328 U.S. 582, 66 Sup. Cr. 1256 (1946) (illegal entry into 
defendant’s home and seizure of ration coupons did not require exclusion of the evidence, 
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Recent Illinois cases have also tended to evade the exclusionary rule. 
On several occasions the Illinois Supreme Court has refused to exclude 
illegally obtained evidence on the ground of an over expanded definition 
of the term “consent” to an illegal search.1® Other less tenable grounds 
for refusal to exclude illegal evidence have also been advanced in this state. 
In People v. One Pinball Machine, the court stated that the omission to 
make an arrest where such would have been legal does not deprive an 
officer of the right to seize property if a seizure would have been legal 
as an incident to arrest. Aside from its logical inconsistency, such a rule 
seems to present likely opportunities for abuse by law enforcement agencies. 
In People v. Heirens,*° evidence was obtained by illegal search and seizure 
in defendant’s apartment, plus use of a “truth drug” without defendant’s 
permission. In this case, the court, while following strict precepts of logic, 
ignored the more practical aspects of the case by deciding that the evidence 
thus obtained did not induce a plea of guilty made one month later. To be 
confronted by apparently conclusive evidence and at the same time to be 
offered a much lighter sentence in return for a plea of guilty would seem 
to be an inducement that few persons could resist. 

The most satisfactory explanation for the abrupt change in California 
law brought about by the Cahan decision is found in the desire of the court 
to keep pace with current social attitudes. 


“ 


.... A court, it is submitted, often changes its position, and it is 
desirable that it should, when the desires and ideas of a community 
change.” 1 


The California court has recognized that civil and criminal sanctions against 
searches are not effective safeguards of the due process right. By leaving 
its rule to be fixed in future cases, the court has provided room for the 
development of an effective remedy to enforce the due process right against 
unreasonable search and seizure. 


M. L. BisHop 


since the coupons were public property, subject at all times to recall by the federal 
government). See also Rabinowitz v. United States, 339 U.S. 56, 70 Sup. Cr. 430 (1950) 
(forged stamps); Harris v. United States, 331 U.S. 145, 67 Sup. Ct. 1098 (1947) (draft 
cards). 

18 People v. Shambley, 4 Ill. 2d 38, 122 N.E.2d 172 (1954) (where two persons have 
equal right of access to premises, the consent of one to search the premises good against 
the other); People v. Exum, 383 Ill. 204, 47 N.E.2d 56 (1943) (disclaimer of ownership 
accompanied by admission of possession deemed to be a consent to an illegal search 
and seizure). 

19 316 Ill. App. 161, 44 N.E.2d 950 (1942). 

204 Ill. 2d 131, 122 N.E.2d 231 (1954). 

21 Harno, Waiver in Criminal Cases of Trail by Jury, 26 Ivv. L. Rev. 56, 57 (1931). 
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INSURANCE—Incontestable Clause Does Not Preclude Reformation. 
(Illinois) 


In 1935 the insurer issued an ordinary $1,000.00 “Life with Premium 
Reduced” insurance policy to the insured.! The policy, in providing for 
certain settlement options after twenty years, contained a clerical error 
that mistakenly gave the insured the election to receive an annuity of 
$1051.00 a year for life.2 The correct figure should have been $10.51. In 
1950 the insurer first learned of the error and after tendering a corrected 
policy to the insured, it sought reformation of the original policy.* The 
insured contended the action was barred by the clause in the policy which 
said “this policy shall be incontestable after it has been in force for a period 
of two years from date of issue... .”* The lower court reformed the 
policy to read $10.51. On appeal, held: Affirmed. A suit for reformation 
is not a contest of the policy as contemplated in the incontestable clause. 
Metropolitan Life Ins. Co. v. Henriksen, 6 Ill. App. 2d 127, 126 N.E.2d 736 
(1st Dist. 1955). 

In the instant case, it would seem that the suit for reformation did 
constitute a form of contesting the policy, at least as to $1049.49, the 
difference between $1051.00 and $10.51. Whether this suit was a type of 
contest covered by the incontestable clause is the question raised by the 
instant case. 


'“Life with Premium Reduced” is a plan of insurance under which the insured 
pays, for example, an annual premium of $16.00 a year for twenty years and at the end 
of twenty years he can elect to: (1) continue the policy at a rate of $10.00 a year, or 
(2) receive a settlement under any one of four settlement options. The controversy in 
the instant case concerned one of the settlement provisions. 

2? The complete wording of the third settlement option as it appeared in the in- 
sured’s policy was as follows: “To receive an Annuity Contract providing for the 
yearly payment of $1,051 during the lifetime of the Insured, the first payment of the 
annuity to be made one year from date of issue of the Annuity Contract.” 

3 An equity court will reform a life insurance policy because of mutual mistake, 
fraud, or inequitable conduct. Stolotz v. Mutual Indemnity Co., 345 Ill. App. 495, 104 
N.E.2d 320 (1952); Gray v. Supreme Lodge, Knights of Honor, 118 Ind. 293, 20 N.E. 
833 (1889); Central Life Ins. Co. v. Robinson, 181 Ky. 507, 205 S.W. 589 (1918); Mer- 
riam v. National Life & Acc. Ins. Co., 169 Tenn. 291, 86 S.W.2d 566 (1935). It makes 
no difference in the instant case whether the insured had knowledge of the mistake, for 
if he did not then it was a mutual mistake, while if he did he was then guilty of in- 
equitable conduct in not bringing the mistake to the attention of the insurance company 
(this is sometimes called a palpable unilateral mistake). In reforming the written policy 
to the terms of the true agreement between the parties, the courts in the cases cited 
above appear to have assumed that the true agreement is a policy containing all the terms, 
amounts, and provisions for which the insured applied. 

+ The clause was a common type incontestable clause stating, “This policy shall be 
incontestable after it has been in force for a period of two years from the date of issue 
except for non-payment of premiums and except as to the provisions and conditions 
relating to benefits in the event of total and permanent disability and those granting 
additional insurance specifically against death by accident contained in any supple- 
mentary contract attached to and made a part of, this policy.” 
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The purpose of the incontestable clause is to protect the insured and 
~ his beneficiaries.> Before the advent of the clause, insured persons who had 
paid premiums for many years found they could not recover on the policy 
because of some defense which had accrued to the insurer at the time of 
the execution of the policy. The public became skeptical about the true 
worth of life insurance policies. Insurance companies began inserting 
incontestable clauses in policies to prevent defenses, which went to the 
execution of the policy, from being raised by the insurer after the expiration 
of a stated period from the issuance of the policy.® 
Considering the public policy sought to be fostered by the incontest- 
able clause and the various decisions in other jurisdictions construing this 
clause, it would seem that the Illinois court was justified in allowing the 
reformation of the policy in the instant case. In the leading case of Colum- 
bia Nat'l Life Ins. Co. v. Black,’ there was a similar error involving the 
surrender value of the policy after twenty years and the insured was 
mistakenly given the option of receiving $10,000.00 instead of $3,040.00. 
The court reformed the policy holding that reformation was not a contest 
but merely an action “. . . to make the written instrument speak the real 
agreement of the parties.” ® Many later cases followed the reasoning of 
the Black case, stressing the argument that the insurer was not denying its 
liability but actually admitting liability to the extent originally contemplated 
by the parties.° The case of Donahue v. New York Life Ins. Co.!° empha- 
sized that reformation in equity was also available to the insured. 


5 “Its [incontestable clause] policy is to give assurance that after the death of the 
insured payments will not be defeated by a contest upon the grounds specified in the 
clause.” Ginsberg v. Union Cent. Life Ins. Co., 240 Ala. 299, 302, 198 So. 855, 857 (1940). 

®Incontestable clauses similar to the clause in the instant case have been held to 
bar the following defenses: (1) fraud, Kansas Life Ins. Co. v. First Bank of Truscott, 
124 Tex. 409, 412, 78 S.W.2d 584, 585 (1935) where the court said, “However strongly 
we may be tempted on account of the nature of the facts (fraud) alleged, to admit 
them as a defense in this case, we cannot do so without doing violence to the language 
of the incontestable clause and without conflict with the decisions construing that 
clause... .”; (2) suicide, Royal Circle v. Achterrath, 204 Ill. 549, 68 N.E. 492 (1903); 
(3) death from air plane accident, Leidinger v. Pacific Mut. Life Ins. Co., 18 La. App. 
348, 135 So. 85 (1931); (4) mis-statement of age, Mutual Life Ins. Co. v. New, 125 La. 
41, 51 So. 61 (1909); (5) delivery of policy although applicant was not in good health, 
Independent Life Ins. Co. v. Carroll, 222 Ala. 34, 130 So. 402 (1930). 

735 F.2d 571 (10th Cir. 1929). 

8 Id. at 576. 

® American Nat’l. Ins. Co. v. McPhetridge, 28 Tenn. App. 145, 187 S.W.2d 640 
(1945); Mates v. Pennsylvania Mut. Life Ins. Co., 316 Mass. 303, 55 N.E.2d 770 (1944); 
Buck v. Equitable Life Assurance Soc’y, 96 Wash. 683, 165 Pac. 878 (1917); Ginsberg 
v. Union Cent. Life Ins. Co., 240 Ala. 299, 198 So. 855 (1940). 

In Neary v. General Am. Life Ins. Co., 140 Neb. 756, 1 N.W.2d 908 (1942) a 
policy was reformed to read $1,000.00 instead of $2,000.00, the amount mistakenly in- 
serted. The court held, “. .. The amount due, in the language of this clause can mean 
no other sum than the amount due in law and fact. This rule appears sound and 
equitable. An adherence to it preserves, and takes away none of the rights which were 








626 LAW FORUM [| Voi. 1955 


The opposite result was reached in the case of Richardson v. Travelers 
Ins. Co. In that case a clerical error in the written policy allowed the 
insured to receive benefits three times the amount he was entitled to re- 
ceive. The court denied reformation and allowed the insured to recover 
the erroneous amount, saying the action was barred by the incontestable 
clause. The court emphasized the importance of protecting the insured 
when it said, “. . . . If a suit for reformation were held not to include a 
contest of the provisions to be reformed, the insured would be deprived of 
the very confidence which the incontestable clause was meant to install 
as to the face value of life insurance policies.” '* 

In spite of the Richardson case, it would seem that in determining 
whether a suit for reformation is the type of contest which is barred by 
the clause, the court should look to the purpose behind the incontestable 
clause. Many individuals plan over the years for a retirement based on 
insurance proceeds. The incontestable clauses were designed to prevent 
those insured from being deprived of returns they reasonably contemplated 
receiving. It appears that the protection which the incontestable clause is 
designed to afford the insured would not be impaired by allowing refor- 
mation of the policy to correct a typing error. The insured is given re- 
covery which is commensurate with the amount he paid in premiums. 
Under modern life insurance procedure, premiums are precisely com- 
puted by actuarial tables and rate books. Thus, a court can feel reasonably 
certain that in reforming the policy, the right of the insured to receive 
exactly what his premiums have paid for, will not be prejudiced. Further- 
more, the general rule of reformation requiring strong proof of the mutual 
mistake before reforming the instrument,! is sufficient to protect the 


in the contemplation of the parties at the time the policy was written.” Id. at 759, 1 
N.W. 2d at 910. 

The court in Prudential Ins. Co. v. Strictland, 187 F.2d 67 (6th Cir. 1951) allowed 
reformation even though the policy contained an incontestable clause. The court 
said, “The incontestable clause, as provided by statute and the policy, does not apply 
to the equitable remedy of reformation.” Id. at 71. 

1088 F. Supp. 594 (1949). Although the reformation was denied the insured be- 
cause he failed to prove the mutual mistake, the court made clear the ground for deny- 
ing him the remedy of reformation by saying, “Nor is dismissal here to be construed 
as an approval of the defense of incontestability. The incontestability clause is for the 
benefit of the insured.” Id. at 596. 

171 F.2d 699 (9th Cir. 1946). 

12 Td. at 702. 

13 Philippine Sugar Estate Development Co. v. Government of the Philippine 
Islands, 247 U.S. 385, 391, 38 Sup. Cr. 513, 515 (1918): “The burden of proof resting 
upon the appellant cannot be satisfied by mere preponderance of the evidence. It is 
settled that relief by way of reformation will not be granted, unless the proof of 
mutual mistake be ‘of the clearest and most satisfactory character’.” Kaufman v. New 
York Life Ins. Co., 315 Pa. 34, 169 Atl. 447 (1933); Hayes v. Travelers Ins. Co., 93 F.2d 
568 (10th Cir. 1937). 








{ 
4 











Fav | RECENT DECISIONS 627 


insured from an actual contest of the policy disguised as a suit for reforma- 
tion. It would seem that a result predicated on this theory would not cause 
the general public to lose confidence in life insurance policies. The liability 
of insurance companies on life insurance policies should be based upon 
the premiums paid by the insured and not upon the nimble and sometimes 
erring fingers of the individual who typed the policy. 


Rosert M. CuLBertson, Jr. 
JUDGMENTS—Recent Trends in Res Judicata. (United States) 


The parties to this action began their legal relationship in 1942 when 
plaintiff brought an action for treble damages and injunctive relief. The 
allegations were that defendants had conspired and combined with three 
motion picture producers by means of exclusive licensing agreements to 
monopolize the motion picture accessory business. The three producers 
were joined as defendants. Prior to the trial, the suit was settled. Based on 
the settlement the suit was dismissed “with prejudice.” No findings of fact 
or law were made. Plaintiff brought a second suit in 1949 requesting the same 
relief as before, but this time including six more producers who had signed 
the exclusive license contracts with the defendants after the first action. 
The 1949 complaint alleged that the settlement of the 1942 suit was merely 
a device to perpetuate the conspiracy and monopoly. 

The court below decided that substantially the “same course of 
wrongful conduct” was in issue in both cases and that the additional parties 
had the same interest as the original parties. The doctrine of res judicata 
was applied by the court. On appeal, held: Reversed. The same course 
of wrongful conduct contained two causes of action. There was no privity 
between the defendants in the first case and those in the second. Lawlor 
v. National Screen Serv. Corp., 349 U.S. 322, 75 Sup. Ct. 865 (1955). 

The doctrine of res judicata in theory is that an existing final judgment 
or decree rendered upon the merits by a court of competent jurisdiction is 
conclusive of the rights of the parties or their privies in all other actions on 
the points in issue and adjudicated in the first suit.1 Historically, the appli- 
cation of this concept has been based on a determination of whether or not 
the same “cause of action” has been adjudicated. If a suit is found to be 
grounded on the same cause of action as a previously litigated suit, it will 
be barred not only as to those issues previously dealt with but also as to 
any additional ones which might have been litigated in the first suit.2 The 
policy objectives are to eliminate vexatious litigation on the personal level 
and costly multiple suits on the public level. The doctrine of res judicata 


‘2 FREEMAN, JUDGMENTs § 627 (Sth ed. 1925). 
* Stark v. Coker, 20 Cal. 2d 839, 842, 129 P.2d 390, 393 (1942). 
3 Fayerweather v. Ritch, 195 U.S. 276, 299, 25 Sup. Cr. 58, 64 (1904). 
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has been applied to bar recovery in the following familiar situations: (1) 
after a final judgment has been rendered on the property damage arising 
from an automobile accident, a suit is brought for personal injuries arising 
out of the same accident; + (2) after losing a lawsuit on allegations of one 
theory of negligence, an action is brought on the basis of another theory 
of negligence;® (3) after suing for damages, a second action is brought 
for equitable relief on the same situation.® 

Applications of the doctrine have created painful results in a multitude 
of situations. In some cases where mistake, negligence, or ignorance has 
resulted in litigants splitting their actions, the second actions have died as 
testimonials to the inadaptability of the doctrine.? The application of the 
criterion “cause of action” has led to remarkable inconsistency and hope- 
less confusion. 

Commentators on the subject abhor the traditional status enjoyed by 
res judicata.’ The doctrine thrives on the same legalistic dogma, formality, 
and rigidity characterizing many of the common law forms, their applica- 
tions and consequences. Professor Cleary focuses on this problem by show- 
ing that much of the policy basis for this doctrine, so highly respected, is 
largely fictional.® Others say that application of this doctrine should be at 
least restricted to those cases where the alleged policy considerations, the 
vexation to the defendant and the additional burden of litigation on the 
court, are in play. Professor Cleary declines to place so heavy a penalty 
on the man who returns to a litigated problem with an eye toward relief. 
He submits that a proper allocation of costs on the second hearing would 
retain the function of a court to resolve issues of conflict, without conse- 
quential harm to a two-time litigant. 


‘2 FREEMAN, Op. cit. supra note 1, § 626. King v. Chicago, M. & St. P. Ry. Co., 80 
Minn. 83, 82 N.W. 1113 (1900). Some jurisdictions (including Illinois) have made this 
situation an isolated exception to the application of the res judicata doctrine. 

5 Cotter v. Boston & No. St. Ry., 190 Mass. 302, 76 N.E. 910 (1906). 

6 Hahl v. Sugo, 169 N.Y. 109, 62 N.E. 135 (1901). 

7Johnson v. Dry Creek Oil & Gas Co., 283 Ky. 340, 141 S.W.2d 263 (1940) (mis- 
take in petition in stating the amount sought); Wulfjen v. Dolton, 24 Cal. 2d 891, 151 
P.2d 846 (1944) (negligence in not properly presenting claim lost litigant the opportunity 
to recover money of which she was defrauded); Guettel v. United States, 95 F.2d 229 
(8th Cir. 1938) (right to estate tax exemption, not raised in previous suit because of a 
justified lack of knowledge, barred.) 

8See Cleary, Res Judicata Reexamined, 57 Yate L. J. 339 (1948). “The landmarks 
(of res judicata) are familiar. Defendant may continue to sleep in plaintiff’s bed though 
not under plaintiff’s bed-quilts. Defendant may continue to occupy plaintiff’s real 
estate even though plaintiff has a judgment awarding him possession. The insurance 
company need not pay the widow all it owes her. Small wonder that apologies are in 
order.” Schopflocher, What Is a Single Cause of Action for the Purpose of the Doctrine 
of Res Judicata? 21 Ore. L. Rev. 319, 364 (1942). “. .. (F)or the purposes of res 
judicata, the broad pragmatic concept of cause of action affords no workable test . . . 
not even the courts of the same jurisdictions adhere to the same concepts in all situations.” 


® Cleary, supra note 8. 
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The great majority of the decisions currently reported depict courts 
“struggling with the concepts of “cause of action.” Courts are using the 
res judicata doctrine to dispose of suits without going into the merits in 
an effort to lighten the judicial load.!® 

There is a decided caveat looming on the horizon, however, which 
appears to portend a brighter future for a just application of res judicata. 
The first indication is that a second suit will be barred only when it clearly 
arises from the same cause of action as a prior judgment.'' A second aspect 
of this caveat is demonstrated by an Illinois decision by Justice Schaefer 
which states that there are exceptional circumstances under which res 
judicata will not apply although the case is clearly a relitigation of the same 
cause and supporting facts. These circumstances exist where the policy 
of res judicata is not applicable, i.e. where there is no vexation of a litigant 
and wasteful multiplicity.12, This decision explicitly ruled out the interpre- 
tation that the application of res judicata was discretionary with the court. 
The third class of cases places the application of the doctrine in equity 
cases squarely in the discretion of the court. This divergence began with 
the Washington court in 1927.13 The New York courts have expounded it 
on several occasions since. In 1937 the New York Supreme Court said this 
doctrine can be “suspended” in the discretion of the court.'* In 1945, the 
same court said that the doctrine has merit only when there was either 
knowing or negligent vexation. 

The court of appeals and Supreme Court opinions in the principal 
case, when compared, graphically indicate the trend toward a declining 


10 McCaughey v. Lester, 278 P.2d 826 (Okla. 1955). Stafford v. Yerge, 129 Cal. App. 
2d 165, 276 P.2d 649 (1954). 

11 Hannah v. Beasley, 132 W. Va. 814, 826, 53 S.E. 2d 729, 735 (1949). “The rule of 
res judicata should be so construed as not to deprive litigants of their day in court on 
an asserted claim, save only in cases where it clearly appears that their claim had been 
or could have been adjudicated on the pleading in a former suit or action.” 


12 Adams v. Pearson, 411 Ill. 431, 104 N.E. 2d 267 (1952). Adams agreed to convey 
to Pearson by warranty deed executed by Adams and wife. Pearson made a partial pay- 
ment and went into possession. Adam’s wife, not a party to the contract, refused to join 
in the deed, whereupon Pearson brought an action seeking a decree for a conveyance 
free of the wife’s dower, or for an abatement of the price up to the value of the dower. 
Adams filed a counterclaim for rescission and possession. Both claims were dismissed. 
Thereafter, Adams brought a suit in ejectment with Pearson filing a counterclaim for 
specific performance of the contract by a conveyance from Adams alone. The court 
held both claims barred by res judicata, but as application of that doctrine would re- 
quire an unjust and inequitable result, the doctrine would not be applied to Pearson’s 
claims since the circumstances of this case were such that the underlying policies of the 
doctrine were not applicable to the facts. See 1952 U. Itt. L. Forum 306; 1955 U. Int. 
L. Forum 173. 

13 State ex rel. White Pine Sash Co. v. Superior Court for Ferry County, 145 Wash. 
576, 261 Pac. 110 (1927). 

14 Saypol v. Wolf, 1 N.Y.S.2d 199, 201 (1937). 

15 Brinkman v. Oil Transfer Corp., 56 N.Y.S. 2d 773, 776 (1945). 
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position for a technical res judicata doctrine. The lower court leaned 
heavily on the classical application of res judicata. As so often the case, 
the formal doctrine was used mechanically by the lower court to eliminate 
litigation. In its opinion, the Supreme Court emphasized the policy of the 
anti-trust laws and the danger of allowing such situations to create immunity 
for Sherman Act violators. This is indicative of the trend to guide the appli- 
cation of res judicata in the light of policy considerations. Where the 
vexation to the litigant is not present and the issues joined are important, 
there need be no strict application of the doctrine. The public nature of 
the policy of res judicata which aims at eliminating multiplicity of suits 
ought never to result in voiding a good cause of action where relief should 
be given. Thus, when the policy factors upon which res judicata is founded 
are absent or only vaguely present in a suit, its application can do nothing 
but injustice. Moreover, when the factors are present but are overweighted 
by other policy factors such as the anti-trust factors in the instant case 
which require litigation, the application of the doctrine is contrary to the 
public interest and a sound administration of the law. The rejection of the 
doctrine of res judicata by the Supreme Court in the principal case is re- 
vealing and encouraging. 


Norman L. O son, Jr. 


NEGLIGENCE—Attractive Nuisance Doctrine Extended to Suppliers of 
Building Materials. (Illinois) 


Plaintiff, eleven years of age, was injured while playing on a pile of 
lumber located on a private lot where a home was being constructed. The 
lumber had been delivered the previous day, pursuant to a contract made 
with the contractor, and stacked by the lumber company in the order in 
which it would be used by the carpenters, with the larger joists on top and 
the smaller floor boards underneath. The evidence showed that this was 
the uniform method of unloading and stacking lumber in Chicago. In the 
trial court the plaintiff obtained judgments against both the supplier and 
the contractor on the basis of general negligence principles and the attractive 
nuisance doctrine. The appellate court reversed,! holding as a matter of 
law that neither the supplier nor the contractor was guilty of negligence; 
the former because it owed no duty to warn, guard, or protect the premises, 
and the latter because a pile of lumber on a private lot does not constitute 
an attractive nuisance. On appeal, held: Reversed (Justices Hershey and 
Davis dissenting). It is for the jury to decide whether the lumber was piled 
so as to create an unreasonable danger to children playing thereon, whether 


‘Kahn v. James Burton Co., 1 Ill. App. 2d 370, 117 N.E.2d 670 (1st Dist. 1955). 
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it was so attractive that children could naturally be expected to climb on 
~ jt, and whether the supplier in the exercise of ordinary care could have 
foreseen these risks. Kahn v. James Burton Co., § Ill. 2d 614, 126 N.E.2d 
836 (1955). 

The attractive nuisance doctrine is an exception to the general rule 
that a landowner is under no duty to make his premises safe for tres- 
passers.* The basis of the doctrine is the inability of infants to discover 
and appreciate the masked dangers inherent in an artificial condition main- 
tained on the land. The law, therefore, requires a landowner to meet a 
higher standard of conduct in order to protect infants going upon the land.* 

In determining if this standard has been met in a particular case, it 
is necessary to decide (1) whether the condition on the land involves a 
risk of serious bodily harm or death which children are likely to encounter 
without appreciation of danger, (2) whether the landowner knows that 
children are in the place of danger or should reasonably anticipate they 
will go there, and (3) whether he has failed to use reasonable care to make 
the premises safe. Reasonable care depends to some extent on the utility of 
the harmful agency to the occupier and the inconvenience or expense that 
he would incur in safeguarding it. These are questions of fact, and, as the 
court in the principal case indicated, they are properly left to the jury’s 
discretion. 

The lumber company’s liability, however, is not one that should be 
determined by reference to the attractive nuisance doctrine, since the 
company was not in control of the premises or the stack of lumber. Lia- 
bility must, as a matter of course, depend on general negligence principles.® 
Measuring the supplier’s conduct by these standards, it is difficult to see how 
the court concluded that the company was negligent. What legal duty 
did the supplier breach In what respect was the lumber company’s con- 
duct unreasonable in light of the apparent risk of harm? 


The piling of the lumber was not in itself negligence. It was unloaded 
and stacked pursuant to a contract, in a manner most convenient for the 
contractor, and in accordance with the uniform practice of lumber dealers 
in Chicago. No evidence indicated that the pile of lumber required any 


2 Briney v. Illinois Cent. R.R., 401 Ill. 181, 81 N.E.2d 866 (1949); Burns v. Chicago, 
338 Ill. 89, 169 N.E. 811 (1930). 

3 Wagner v. Kepler, 411 Ill. 368, 104 N.E.2d 231 (1952); Ramsey v. Tuthill Ma- 
terial Co., 295 Ill. 395, 129 N.E. 127 (1920); Prosser, Torts 438 (2d ed. 1955); Weisiger, 
Tort Liability of Minors and Incompetents, 1951 U. Itt. L. Forum 238 (reviewing the 
Illinois cases). 

4 Wagner v. Kepler, 411 Ill. 368, 104 N.E.2d 231 (1952); Ramsey v. Tuthill Ma- 
terial Co., 295 Ill. 395, 129 N.E. 127 (1920); Gritton v. Illinois Traction Co., 247 Ill. 
App. 395 (1927); RESTATEMENT, Torts § 339 (1934). 

5 See Briske v. Village of Burnham, 379 Ill. 193, 39 N.E.2d 976 (1942); Illinois Cent. 
R.R. v. Oswald, 338 Ill. 270, 170 N.E. 247 (1930). 
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support or brace to keep it in position.’ The accident was not caused by 
a defect in the lumber stack or by any other single factor. Two intervening 
agencies, the children attracted by the lumber pile and the contractor’s 
negligence in failing to protect them, combined with the supplier’s con- 
duct, produced the result. Therefore, the question of the supplier’s negli- 
gence should hinge on his duty to anticipate and to protect the plaintiff 
against these intervening factors.? 


Unfortunately, the court in the instant case failed to see the problem 
as one of duty in relation to intervening events. Instead the court seemed 
to hold that the foreseeability of harm ipso facto established the supplier’s 
responsibility.® 

This rationale overlooks an obvious postulate, namely, that duty is 
not always coincidental with the foreseeable possibility of harm.® There 
are situations in which the defendant is under no duty to act and where he 
may reasonably say the risk of harm is not his concern. For instance, the 
“expert swimmer, with a boat at hand, who sees another drowning before 
his eyes, may sit on the dock, smoke his pipe and watch him drown.” !° 
The swimmer simply has no legal duty to act. 


6 Kahn v. James Burton Co., 1 Ill. App. 2d 370, 375, 117 N.E.2d 670, 675 (1st Dist. 
1955). 

7 The Illinois cases speak of this issue in terms of proximate cause: “The test that 
should be applied in all cases in determining the question of proximate cause is whether 
the first wrongdoer might have reasonably anticipated the intervening cause as a natural 
and probable result of the first party’s own negligence.” Merlo v. Public Serv. Co., 381 
Ill. 300, 316, 45 N.E.2d 665, 675 (1942); “If a negligent act or omission does nothing 
more than furnish a condition making an injury possible, and such condition, by the 
subsequent independent act of a third person, causes the injury, the two acts are not 
concurrent and the existence of the condition is not the proximate cause of the injury.” 
Seith v. Commonwealth Elec. Co., 241 Ill. 252, 259, 89 N.E. 425, 428 (1909). 

However, speaking in terms of proximate cause merely sidesteps the real issue. 
The question to be decided is one of negligence, and whether the defendant’s re- 
sponsibility extends to such interventions which are foreign to the risk he has created. 
See Cowan, The Riddle of the Palsgraf Case, 23 Minn. L. Rev. 62 (1939); Eldridge, 
Culpable Intervention as Superseding Cause, 86 U. Pa. L. Rev. 121 (1937); Prosser, Torts 
274 (2d ed. 1955). 

8In regarding the problem in this manner, the court ignored many analogous cases 
which hold that a defendant’s conduct is superseded by an independent intervening 
agency. See e.g., Berg v. N.Y.C.R.R., 391 Ill. 52, 62 N.E.2d 676 (1945) (icy condition 
intervening); Merlo v. Public Serv. Co., 381 Ill. 300, 45 N.E.2d 665 (1942) (negligence 
of crane operator in hitting exposed wire intervening); Briske v. Village of Burnham, 
379 Ill. 193, 39 N.E.2d 976 (1942) (contributory negligence intervening); Seith v. 
Commonwealth Elec. Co., 241 Ill. 252, 89 N.E. 425 (1909) (negligence of policeman in 
hitting fallen wire with his club intervening); Sutter v. Hartman, 251 Ill. App. 208 (1929) 
(negligence of third person in removing brace intervening); Milostan v. Chicago, 148 
App. 540 (1909) (wilful act of boy friend pushing plaintiff into hole left by city inter- 
vening). 

9 Allegretti v. Murphy Miles Oil Co., 363 Ill. 137, 1 N.E.2d 389 (1936); Laurberg 
v. Goldman, 255 Ill. App. 592 (1930); see also cases cited note 8 supra. 

10 ProssER, SELECTED TOPICS ON THE LAW oF Torts 215 (1954). 











Fatt | RECENT DECISIONS 633 


In other cases, the responsibility for taking affirmative action shifts 
from the defendant to a subsequent party. The defendant is free to assume 
that this individual will act reasonably or at least be fully responsible in 
case he does not. Thus, “a surgeon may leave routine duties following an 
operation to competent hospital attendants, . . . an automobile driver may of 
course have his car overhauled by a reliable garage, rather than do it 
himself,” 14 and a contractor may rely on plans and specifications furnished 
by a competent architect.1* In each of these cases the actor is under no 
duty to protect the plaintiff from any subsequent misconduct. That duty 
has shifted to someone else. 

A laborer is hired to dig a ditch in the street. Is it his duty to set out 
a red lantern to warn the traffic? In the ordinary case the answer is clear. 
The obligation should be shouldered by the person who procured the 
excavation to be made and who had the direction and control of the work, 
and not by the laborer employed to do it.!* Yet under the reasoning of the 
present case, the laborer presumably would be held accountable because 
he can anticipate that unless a warning is set out someone may be injured. 
The answer of course is that forseeability is not enough. There must also 
be a duty to protect the plaintiff against the intervening agency, and this 
duty should be imposed “only where such misconduct was to be anticipated, 
and the risk of it unreasonable.” 14 

In the instant case the supplier’s conduct does not appear to be un- 
reasonable in light of the apparent risk of harm.%* On the contrary, it 
seems arbitrary to hold the lumber company to a standard of conduct which 
must anticipate and guard against the misconduct of its customers. The 
duty to warn and protect children attracted to the land customarily has 
been imposed upon the occupier. There was no indication that he would 
fail to discharge these obligations. Furthermore, the contractor is the one 
in control of the premises and of the pile of lumber. It is he, rather than 
the supplier, that knows or should know if small children are accustomed 
to play in the area. And if precautions have to be taken to protect them, 
it is the occupier who may do it with the least inconvenience. 

In holding the supplier liable in the present case, the court is impliedly 


11 ProssER, Torts 143 (2d ed. 1955). 

12 This is true where the plans furnished the contractor are not so obviously 
dangerous that no reasonable man would follow them. Pearson v. Cauldwell-Wingate 
Co., 187 F.2d 832 (2d Cir. 1951); Ryan v. Feeney Bldg. Co., 239 N.Y. 43, 145 N.E. 321 
(1924); see also Prosser, Torts 143, 274 (2d ed. 1955). 

13 Jessup v. Sloneker, 142 Pa. 527, 21 Atl. 988 (1891); Scheafer v. Iron City Sand 
Co., 31 Pa. Super. 476 (1906). 

14 Prosser, Torts 276 (2d ed. 1955). 

15 “NJo cases have been cited, nor have I found any, wherein the standard of con- 
duct binding a supplier of lumber has been held to impose upon him an obligation to do 
any more than was done by the lumber company in this case.” Kahn v. James Burton 
Co., 5 Ill. 2d 614, 628, 126 N.E.2d 836 (1955) (dissenting opinion). 
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sanctioning the imposition of a standard of care co-extensive with that 
imposed upon landowners. In effect, this holding extends the applicability 
of the attractive nuisance doctrine to suppliers of building materials, and 
thereby fastens upon them, a standard of conduct that is “vague in defi- 
nition and yet strict in its application.” 1° Considering the practical difficul- 
ties, the legal problems, and economic consequences inherent in the appli- 
cation of such a vague standard, the social utility of this extension seems 


questionable. 
Ronatp M. GLINK 


16 Kahn v. James Burton Co., 5 Ill. 2d 614, 630, 126 N.E.2d 836, 843 (1955) (dis- 
senting opinion). 
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